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ISSUES REGARDING EXTRAORDINARY
GROWTH IN CERTAIN MEDICARE COSTS

MONDAY, FEBRUARY 6, 1995

HOUSE OF REPRESENTATIVES,
COMMITTEE ON WAYS AND MEANS,
SUBCOMMITTEE ON HEALTH,
Washington, D.C.
The subcommittee met, pursuant to call, at 10:05 a.m., in room
1100, Longworth House Office Building, Hon. Bill Thomas (chair-
man of the subcommittee) presiding.
[The press releases announcing the hearings follow:]
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ADVISORY

FROM THE COMMITTEE ON WAYS AND MEANS

SUBCOMMITTEE ON HEALTH

FOR IMMEDIATE RELEASE CONTACT: (202) 225-3943
January 30, 1995
HL-3

THOMAS ANNOUNCES THREE HEARINGS ON MEDICARE ISSUES
-Focus on Controlling Costs and Improving Care-

Congressman Bill Thomas (R-CA). Chairman of the Subcommittee on Health
of the Commitiee on Ways and Means, today announced that the Subcommittee next
week will hold three hearings on Medicare related issues.

The hearings will examine issues related to controlling growth in Medicare
costs; income-relating Medicare Part B premiums; and improving care through
Medicare reform and innovation.

The first hearing on issues regarding the growth in certain Medicare costs
will be held Monday, February 6, 1995, at 10:00 a.m. The second hearing on
Medicare part B premiums will be held on Tuesday, February 7, at 2:00 p.m.
The third hearing on Medicare reform and innovation will be held on Friday,
February 10, at 10:00 a.m. All three hearings will be held in the main
Committee hearing room, 1100 Longworth House Office Building,

Invited witnesses will include representatives from the Administration.
Physician Payment Review Commission. Prospective Payment Assessment
Commission, General Accounting Office. a variety of health experts. and other
interested parties. However, any individual or organtzation not scheduled for an oral
appearance may submit a written statement for consideraiion by the Committee and for
inclusion in the printed record of the hearing.

BACKGROUND:

Several areas of the Medicare propram have grown at alarming rates over the
last several years and may represent significant fraud and abuse. These areas include
spending for post-acute services furnished by skilled nursing facilities, home health
agencies. and rehabilitation and long-term care hospiwals. For example, real average
growth rates per enrollee for nursing home care have risen 39.3 percent from 1991 to
1993. Similarly, home health services per enrollee have grown at 31.] percent over
the same period.

The Medicare Part B Supplementary Medical Insurance (SM1) Trust Fund
finances primarily physician and outpatient services. The Part B trust fund is financed
by premium payments from enrollees and by general revenues from the U.S. Treasury.
SMI is voluntary and all individuals electing the program receive a 75 percent
premium subsidy regardless of their income.

Medicare is currently engaged in some innovative programs providing
beneficiaries access to managed care. These include Risk Contracts, Medicare Select,
Cost Contracts, Health Care Prepayment Plans. Group Prepayment Plans, and Social
Health Maintenance Organizations. Enrollment of Medicare beneficiaries in these
managed-care alternatives has lagged far behind enroliment in the private sector.
Several features of these programs act as impediments which discourage some plans
from participating and deter beneficiaries from enrolling.



In announcing the hearing, Chairman Thomas said: "There are many
successful, private-sector programs that can serve as models for improving the
Medicare system. This series of hearings will explore several of these programs. As
we lay the foundation for the work the Subcommitiee will engage in over the next
several months, we will examine how we can provide quality services while slowing
the rate of growth in medicare spending.”

FOCUS OF THE HEARING:

The first hearing will focus on areas of alarming cost growth for the Medicare
program, with an emphasis on underlying causes and recommendations to address
these growth rates. The second hearing will review issues related to faimess under the
Part B premium. The third hearing will review existing Medicare managed-care
programs, focusing on their effectiveness, beneficiary satisfaction with the programs,
impediments to broader utilization of the programs, and ways in which the program
can incorporate some of the more promising private sector innovations.

DETAILS FOR SUBMISSION OF WRITTEN COMMENTS:

Any person or organization wishing to submit a written statement for the
printed record of the hearing should submit at least six (6) copies of their statement by
the close of business, Friday, February 17, 1995, 1o Phillip D. Moseley, Chief of Staff,
Committee on Ways and Means, U.S. House of Representatives, 1102 Longworth
House Office Building. Washington, D.C. 20515. If those filing written statements
distributed to the press and interested public at the hearing, they may deliver 200
additional copies for this purpose to the Subcommittee on Health office, room 1136
Longworth House Office Building, at least one hour before the hearing begins.

FORMATTING REQUIREMENTS:

Bach siatement presented far printing 10 the Cammitise by a witness, any writtan statament or exhibit submitied for the
priscad recard oc any writtan commenta (o respanse (o & request for writtag comments mRst confacw 10 the guidelives Datsd
below. Any statement or exhibit not in compliance with these guldelines will mat bo printsd, but will be malniained Io the
Commitiee files for review and ase by the Comminse.

1. Al statements and any aceanipanylog exhibits for printing must be typed in aingle space on legal-slza paper and may not
eceed 2 Lotal of 10 pages

2. Copies of whole documents submitisd as sxhibit material wil) nct be acceptsd for printing. Instaad, sxhiblt matarial
should be referenced and quoted or paraphrased All exhibit matarial pot meeting these specifications will be malutained (n the
Commitiss tiles for review and use by the Comminse.

3 Atmtemepts must coptain the name And capacity in Which the witness will appear or. fo7 written comments. the pams and
eapacity of the person subspitting the atatsmenl as well as any cliients of persags, or any argantation for whom the witness
appears or for wham the siatement i submitted

L Asupplzmsntal sbeet mNst AccompADY sach statamant listing the oame. full addrees. 2 Wiephons Bumbar where the
withess or the designaied represantative may be reached and a Wpical ontllns or summary of the comments and recommandations
in the fall statamont This supplemzental sheet will Dot be Locladed 3o the printed record.

The whove restrictions gnd limications apply ouly Lo matertsl baing submitied for priatiag. Ratemepts ADd exhibits o
Supplomentary material submitied solely for distribution to the Membars. the press and the public durtng the course of a pubiie
hearing may de submittad io other forms.
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**%* NOTICE -- CHANGE IN LOCATION ***

ADVISORY

FROM THE COMMITTEE ON WAYS AND MEANS

SUBCOMMITTEE ON HEALTH

FOR IMMEDIATE RELEASE CONTACT: (202) 225-3943
February 6, 1995
No. HL-3-Revised

THOMAS ANNOUNCES CHANGE IN LOCATION FOR
HEALTH SUBCOMMITTEE HEARING ON FRIDAY
ON MEDICARE REFORM AND INNOVATION

Congressman Bill Thomas (R-CA). Chairman of the Subcommittee on
Health of the Committee on Ways and Means, today announced that the
Subcommittee hearing on Medicare Reform and Innovation which was originally
scheduled for Friday, February 10, 1995, at 10:00 a.m. in the main Committee
hearing room, 1100 Longworth House Office Building, will be held instead in
Room B-318 Rayburn House Office Building.

All other details for the hearing remain the same. (See Health Subcommittee
press release No. HL-3, dated January 30. 1995.)
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Chairman THoMAs. The subcommittee will come to order.

Today, the Ways and Means Health Subcommittee begins a se-
ries of three hearings on Medicare policy, which will continue on
Tuesday and conclude on Friday. In this morning’s hearing, we will
examine Medicare benefits, growth in Medicare costs and other
areas of provider public policy which may require assignment.

The second hearing on Tuesday, the 7th, will focus on the issue
of income relating to Medicare part B premiums.

The third hearing on Friday, February 10, will concentrate on
the potential of managed care for Medicare beneficiaries.

These hearings reflect the manner in microcosm, in essence
which the Health Subcommittee will approach Medicare policy-
making in the 104th Congress. We should continue the work of re-
forming the current system, but we must also now look to the fu-
ture to transforming Medicare in order to bring it into the nineties
and prepare for the next century.

First, as we will do in this hearing, we should closely examine
the current fee-for-service side of Medicare. Where there are
changes in law that can be made in the context of the current bene-
fit and payment structure to curb costs and inappropriate uses of
services, we should obviously take those steps. We have a respon-
sibility to assure the béneficiaries and the taxpayers that a fee-for-
service Medicare payment policy is designed with clear incentives
to promote quality and cost-effective care at the best price that can
be obtained.

Then, on Tuesday, we will examine the financing of Medicare
part B, which, as you know, is funded by beneficiary premiums and
the Nation’s general fund. This hearing on income relating to part
B will answer two simple questions: Should the taxpayers who now
pay for almost 75 percent of the Medicare cost part B benefits sub-
sidize Americans who can well afford to pay more of that cost? And
if the Congress should income relate part B premiums, what are
the design 1ssues raised by such a change in the law?

Under today’s program, if Donald Trump reaches 65, he will re-
ceive the same 75-percent subsidy as other Americans under part
B, whether they live from Social Security check to Social Security
check or on top of the tower. This fact cannot be justified to the
average taxpayer. So we should examine income relating part B of
Medicare.

This reform should be considered as the subcommittee discusses
other incremental revisions of Medicare policy that will increase
the financial integrity of the program without undermining its
promise of protection for senior citizens.

However, incremental change in payment policy or financing, as
we know, is not sufficient to maintain the promise of Medicare. We
need to assure all Americans that they will have health care when
they get older.

Fortunately, it is not written in stone that the structure of the
Medicare program has to remain the same for all time. The fact is,
in contrast to health insurance coverage in the private sector,
which has evolved in recent years to meet the needs of customers
concerned about both the cost of care as well as its quality, Medi-
care continues to operate basically under midsixties rules.
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Of course, the Congress has refined the Medicare payment policy
in ways that have had some beneficial effects. But the program re-
mains fundamentally a fee-for-service health plan with incentives
that increase volume and with little or no assurance that care will
be cost-effective or high quality.

And that is why the third hearing on Friday in this series is so
important. It will begin to address the issue which reflects the pni-
ority question for this subcommittee in 1995. How do we transform
Medicare to improve it for the beneficiaries while making the pro-

am relevant to this decade and beyond? So Friday’s hearing will
ocus on managed care in Medicare, both the use of health mainte-
nance organizations and Medicare Select.

But this is only the start. We will begin a complete exploration
of the models that the private sector may have to offer as examples
for Medicare reform. The tinkering with Medicare payment policy
over the last decade and a half was done in good faith. Neverthe-
less, we must now move on to ask more fundamental questions
about the structure of Medicare if it is to survive.

It is our responsibility, this subcommittee, to make Medicare all
it can be. However, to enable Medicare to continue into the 21st
century, we must begin to reform it now. Otherwise, the structure
that is in place will lead to bankruptcy of the system, and future
Congresses will not be able to keep the promise of health care
made to this Nation’s elderly or will have to do so in such a drastic
way in a short time that the popular support for Medicare may be
greatly undermined.

Ands,] with that, I will yield to the ranking member.

Mr. STARK. Thank you, Mr. Chairman.

These are indeed significant hearings, the stated purpose of
which I thought was to identify areas of growth in the Medicare
program that may represent significant fraud and abuse. And I
congratulate the Chair on focusing on this, and we are ready to
lend a hand.

In March 1993, I introduced the National Health Care Anti-
Fraud and Abuse Act to combat health care fraud in the entire
American health system. Mr. Gingrich forbade the Republican com-
mittee members from supporting those efforts, but I again encour-
age the members of the Republican Party to again seriously con-
sider these initiatives.

I will provide you, Mr. Chairman, with an additional list of anti-
fraud and abuse items that I hope will prove useful.

We could adjust the figure with which we reimburse Medicare
HMOs. We know that the 1995 percent rate is somewhere between
6 and 28 percent too high. Hospital-owned DME and home health
services I think bear close scrutiny. And we can show that banning
hospital referrals to home health agencies that they own might be
a productive way to save money.

There is physician office abuse and other services we might look
at. And there is a lot of waste in the transportation service that
we might look at.

We must, to combat fraud and abuse, be willing to invest in its
enforcement. Over the past year, the Inspector General reports in-
creased complaints of fraud and abuse in the neighborhood of 30
percent. Last year we passed legislation that would have expanded
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the resources available to the Inspector General by establishing a
fund dedicated to increased antifraud efforts and the fund to be re-
plenished with the dollars secured from successful health care
fraud enforcement. If we are serious about stopping fraud, we must
be willing to make this kind of investment.

I would like to talk about what we should not do in the area of
health care fraud and abuse.

I don’t think we should kid ourselves that even complete elimi-
nation of fraud in the Medicare program will achieve the drastic
cuts that some in the majority are calling for. In fact, the Office
of Inspector General, and the GAO, both concluded that Medicare,
while not immune from thieves and scalawags, is several steps
ahead of private insurers in preventing fraud.

I certainly hope it is not the intention of the Chair to use the
label of fraud and abuse to describe efforts to chop away at Medi-
care—a tremendously successful program that provides health se-
curity to 99 percent of our over-65 population.

The Democratic members of this committee will oppose all
changes to Medicare that do not strengthen the program directly
or remedy defects in the broader health care system.

It is apparent that there is newfound interest in making con-
tracts with the American people. But for 30 years, we have been
working to uphold a true contract with America-—that is Medicare.
We have not and will not agree to breaking the Medicare contract
of health care security to our Nation’s disab%ed and elderly in order
to finance today’s Republican tax cuts for the wealthiest.

The Republican Contract calls for taking $48 billion out of the
Medicare Hospital Insurance Trust Fund in order to pay for tax
cuts to the wealthiest 15 percent of the seniors. I beheve that is
wrong. If we wish to combat fraud against the Medicare program
and the American people, that proposal should be removed now.

The last comment is that, as we speak, the room is full of lobby-
ists who would like to increase the abusive practices by repealing
one of the strongest propatient, antifraud laws.

In 1989, under George Bush and with the active participation of
Harry and Louise, who now serve the industry and the majority of
this committee, Congress prohibited physicians from referring pa-
tients to clinical labs. But unfortunately, it got dubbed the Stark
law; and it was, in fact, the Bush law.

Studies show that patients of referring physicians who own or in-
vest in clinical labs receive 34 percent more unnecessary testing
from those clinical labs than when no ownership interest exists. In
1993, patients were further protected through an expansion of the
list of designated services.

If we are serious, Mr. Chairman, about protecting patients and
the integrity of the Medicare program from fraud, we will not ac-
quiesce to those who are begging us to repeal the antireferral laws.

Thank you.

Chairman THOMAS. Any other members may submit comments
s0 we may begin this committee hearing.

[No statements were submitted.]

Chairman THoMAS. We have before us Dr. Eisenberg, who is the
Chairman of the Physician Payment Review Commission; Dr. Stu-
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art Altman, who is the Chairman of the Prospective Payment As-
sessment Commission, and has been since its inception.

We ordinarily would tell you your written statement would be
made a part of the record and that you have 5 minutes to proceed
as you may see fit. Given the positions that you have and the infor-
mation that you are going to provide in terms of historical
overviews of the existing Medicare payment mechanisms, problems
arising from these mechanisms and recommendations for address-
ing these problems, we might be a bit more lenient on the time.

Dr. Eisenberg, if you wou%d like to begin.

STATEMENT OF JOHN M. EISENBERG, M.D., CHAIRMAN,
PHYSICIAN PAYMENT REVIEW COMMISSION; ACCOMPANIED
BY LAUREN LEROY, ACTING DIRECTOR

Dr. E1SENBERG. Thank you, Mr. Chairman, members of the com-
mittee.

I am pleased to represent the Physician Payment Review Com-
mission today with the committee to discuss growth in Medicare
expenditures for physicians’ services and its causes; and I am ac-
companied by Lauren LeRoy, who is the Acting Director of the
Commission.

As Chair of the Physician Payment Review Commission, I will
focus on the issues relating to physician payment as they contrib-
ute to the increase in Medicare costs, and I will divide my com-
ments up into two parts. First, I will talk about mechanisms that
can be used to reduce future spending; and, second, options for leg-
islative changes that are going to be needed to put those mecha-
nisms in place.

First, we ought to ask the question what kind of growth in ex-
penditures are we talking about today?

Between 1992 and 1993, Medicare growth was 11.5 percent. That
was greater than the 8.6-percent growth that we saw in the private
healfir insurance market. And if we focus on physician services, we
can see that between 1986 and 1991 the annual rate of growth was
10.5 percent for physician services. But then between 1991 and
1993, that rate of increase in physician services expenditures
dropped. It dropped to 3.8 percent. But even at that reduced rate
the rate of increase in physician expenditures was greater than
that of gross domestic product per capita.

From the preliminary data that we have, the Physician Payment
Review Commission has suggested that the growth rate in 1994
and in 1995 will likely be higher than the 3.8 percent that we have
experienced between 1991 and 1993. So the problem seems to have
abated some. We are not sure at this point, whether that abate-
ment is temporary.

Why did we experience the growth in Medicare physician expend-
itures in the first place? The population of Medicare beneficiaries
has increased, and that is one of the reasons. About 1.5 to 2 per-
cent of the increase in physician services expenditures has been
due to that factor, the increase in the number of the beneficiaries
each year.

Second, there has been an increase in the volume of services.
That is the most important factor today. Between 1988 and 1992,
a period of time when there was a 7.7-percent increase in physician
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expenditures, the volume increase accounted for 6 percent of that
7.7 percent.

The increase in the number of beneficiaries, as I said, was about
1.5 to 2 percent. The aging of the population accounted for only 0.1
percent, and the remainder was due to increases in prices, a very
small increase during that period of time.

Much of the reason for that is because the focus of the Congress
during the past few years has been on fees and limiting the fees
in the Me(ficare system for physicians. Through the Omnibus
Budget Reconciliation Act of 1989, Medicare fees were adjusted to
address many of the problems that contributed to that rate of in-
crease during the preceding years.

And, like any other prudent purchaser, Medicare decided that it
would not accept the historical charges that physicians were ren-
dering. That it, like any other prudent purchaser, like a health
maintenance organization, would establish fees that were based on
what both it could afford and on what seemed to be able to provide
reasonable access to high-quality care for beneficiaries.

The PPRC has worked with the Congress and will continue to
work with the Congress to improve the way in which this fee
schedule has made Medicare a more prudent purchaser. But our
preliminary data suggests that the Medicare payment level today
1s about 70 percent of the payment level that exists in the private
sector. Therefore, we believe that the focus in the future should not
be so much on the fees but rather on the volume of services that
is provided by physicians in the Medicare system.

d Medicare’s primary control of the volume of services pro-
vided is in the Medicare volume performance standard, which was
also enacted in the Omnibus Budget Reconciliation Act of 1989.

Now, this MVPS, Medicare volume performance standard, gives
the Congress two tools. One, is it gives it a tool for budgeting. Two,
it gives the Congress a tool that offers the physician community a
collective incentive to try to reduce the number of inappropriate or
unnecessary services that are provided.

So this MVPS, this volume performance standard, gives the phy-
sician community a target ra‘e of growth that is set by Congress
yearly after consultation with our Commission and with the Sec-
retary of Health and Human Services.

The key here is this: That the volume performance standard is
established and payment levels are adjusted up or down depending
on whether aggregate expenditures by the physician community
achieve that goal. It is a method that is similar to that which is
used by some managed care organizations which offer physicians
an incentive to meet a certain target or they do not receive the full
price that they were expecting.

So, in essence, this MVPS, the Medicare volume performance
standard, is seen by many people as sort of a bargain between the
Congress or the H);alth Care Financing Administration and the
physician community. The bargain is we will pay you higher fees
if you can keep your volume increases down. But if the volume in-
crease goes up, you are going to get a lower fee.

Now, the facts of the past 2 years with the decrease in the rate
of increase in physician expenditures makes it seem as if the VPS
mechanism has worked reasonably well. And, in fact, the VPS
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mechanism has been tied with this resource-based relative value
scale which was also introduced in 1989, and the combination
seems to have helped to reduce the rate of increase, at least in the
past 2 years.

In fact, the resource-based relative value scale seems to have
been picked up by the private sector, including about one-third of
managed care organizations. A large number of States for their
Medicaid plans have picked up the concept, using the resource-
based relative value scale as they move to new ways of paying phy-
sicians.

But there are still very serious problems in holding down the
rate of increase in volume. Let me just emphasize again, that is
where the focus has to be.

One of the problems with the Medicare volume performance
standard is that there are currently three different updates with
what we believe to be a flawed methodology for calculating what
those updates ought to be. That has led over the past 5 years—or
5 years of updates—1992, 1993, 1994, 1995—to a cumulative 18.37-
percent increase in fees offered to physicians overall but large dif-
ferences among groups of services rendered by those physicians.

Surgical services have had an increase of 29.7 percent; primary
care services an increase of 19.6 percent; and other nonsurgical
services an increase of 13.8 percent. So there are large differences
in the rate of increase in the conversion factor, which is the dollar
amount that is multiplied times the resource-based relative value
scale to come up with the price that doctors are paid.

So as we consider opportunities for the future, I want to divide
them into two parts: First, for the current Medicare plan, the cur-
rent paradigm of Medicare, we believe that improvements can be
made in the volume performance standard that would help to ad-
dress the topic of today’s hearing, that of volume of services on the
phf'sician side. We believe that these corrections in the VPS could
help to decrease the rate of increase in the volume should it start
to increase again. And, as I mentioned, our early data suggest that
it likely will.

But, second, we believe more fundamental changes can be consid-
ered by the Congress that would change the way in which the Med-
icare program is structured in order to allow beneficiaries more ac-
cess to managed care plans, to changes that have occurred in the
private sector, and to enable Medicare beneficiaries to participate
in those new programs in a way also that would enhance the will-
ingness of those plans to participate in Medicare.

Now, as always, PPRC’s position is as follows: That if Congress
decides that it wants—needs to reduce spending, our job, as we in-
terpret it, is to help you to accomplish those savings in a way that
is consistent with the long-term policy goals of the Medicare pro-

am. So let me divide my remaining comments into changes in the
ee-for-service Medicare plan and then changes that might be con-
sidered under a managed care approach.

First, under the fee-for-service plan, we believe that we should
focus on the conversion factor, not on the relative values. That b
focusing on the conversion factor that changes in the relative val-
ues can remain consistent with the principles of the relative value
system and not threaten the integrity of that scale, which, as I
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mentioned, has been picked up by the private sector as a reason-
able model for paying physicians.

Our major point is this—that there are serious technical prob-
lems with the way in which the default formula calculates what the
update for physician payment ought to be. Our preliminary analy-
ses tell us by the year 2003 with the current default formula that
physician payment may well be—in fact, is likely to be lower than
the payments today, even correcting for inflation. And that is a re-
sult of the technical problems that exist in the current mechanism
for calculating the VPS.

The reason for this is because there is an automatic 4-percentage
point reduction that is embedded in the formula for the Medicare
volume performance standard; and this automatic 4-percentage
point reduction, which might have made sense when the rate of in-
crease was 10 or 11 percent but does not seem to make sense when
the rate in increase in physician expenditures is 3.8 percent, is em-
bedded in the formula. That 4-percentage point reduction, plus the
anticipated lower rate of increase, will make it difficult, very dif-
ficult for the Congress to achieve additional savings by reducing
physician payment in the future if that 4-percentage point de-
fault—4-percentage point factor in the default is not corrected.

So we would recommend—PPRC would recommend that we re-
place this formula with a formula that is linked to the projected in-
crease in the gross domestic product so that increases in the Medi-
care program are affordable, given the increasing wealth of the Na-
tion.

Second, that we eliminate the separate payments and the sepa-
rate performance standards, the separate updates that are used for
different groups of services or at least change the baselines upon
which those calculations are made or, as one other alternative,
make the changes only for 1 year.

Third, that we use a cumulative target so that there is a cumu-
lative comparison of actual expenditures and targeted expenditures
rather than just doing this on a year-by-year basis, which causes
us, we believe, to chase our tails.

And then, finally, we believe that there should be a limit to the
size of the increases in physician payments just as there are cur-
rently limits to the size of decreases in physician payments.

Now, finally, with managed care, we believe that changes can be
made in the Medicare program to make it possible for beneficiaries
to enroll in managed care programs and to have a wider choice of
plans that they could enter.

Currently, only 9 percent of Medicare beneficiaries are in man-
aged care programs. There are a variety of reasons for that, but a
key one is because the managed care programs don’t find it bene-
ficial to participate in managed care.

There are wide geographic variations in the prices available to
the HMO. There is a tremendous amount of volatility from county
to county and from year to year. There is inadequate risk adjust-
ment, and there is unrestricted movement for the HMO, if it de-
cides that it is not doing well with the calculated cost that is made
available, to a cost-plus formula or a cost-based formula. And 25
percent of HMOs are still operating under cost-based reimburse-
ment.
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Given that scenario, we don’t think that, with the current formu-
lation, Medicare will be able to see as large an increase in the par-
ticipation of its beneficiaries in HMOs as the Congress would likely
want to see. With changes, we believe that more opportunities
would be available to the beneficiary, including Medicare Select
and others, to give the beneficiary more choice.

And, therefore, the PPRC suggests that the Congress consider
four options:

The first option is to consider a competitive pricing system for
managed care that would allow more creativity on the part of the
managed care plans and a more competitive mechanism for estab-
lishing a price for the Congress and for the Health Care Financing
Administration. Now, this competitive pricing mechanism could use
market mechanisms to establish payments. It could use a bidding
process, for example, so that a price could be set through a bidding
process.

Individual beneficiaries then could choose whether they wanted
to go to a higher cost plan, in which case they might be required
to pay the difference between what Medicare would pay and what
they would choose to—what they would need to pay in order to
enter that higher cost plan.

So we would recommend that the Health Care Financing Admin-
istration be given the authority to introduce competitive bidding in
markets that have the best chance of success, that is, those areas
where there is a competitive managed care market and then ex-
pand this plan as it is possible to do so as managed care becomes
more competitive in other regions of the country.

Second, we believe that the AAPCC, the average adjusted per
capita cost, the way in which Medicare calculates what it will pay
the HMOs, the managed care programs, needs to be changed. It
needs to be changed so that it includes multiple counties, so that
it considers different input costs for the various managed care pro-
grams in different parts of the country, and so that it improves the
risk adjustment capacity of this program, thereby paying health
maintenance organizations more appropriately in a system where
competitive bidding is not being used.

So it is an alternative to the competitive bidding process or it
could be embedded in the competitive bidding process, letting the
AAPCC serve as a kind of benchmark for the bidding process.

Third, the PPRC is interested in considering the possibility of
partial capitation demonstration projects. By that I mean that
Medicare would offer the opportunity for a health maintenance or-
ganization to enroll beneficiaries with partial capitation, a part of
the payment would be capitated, perhaps it would be blended with
partial fee-for-service payment or cost-based payment to the HMO
so that we could gradually move into a situation where the HMO
felt more comfortable taking the risk that is incumbent in the Med-
icare risk contracting program, or alternatively risk corridors could
be used for those HMOs.

And, finally, PPRC is concerned about the continued presence of
the cost contracts in managed care and believes those cost con-
tracts should be limited at least, if not eliminated.
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Let me end by commenting on the fact that there are a number
of other factors that influence expenditures in the Medicare system,
many of which are part of the health care system in general.

The PPRC is convinced that the capacity of the health care sys-
tem is too large. We have focused, given our focus on physician
payment, on the physician work force. And we believe that, as the
Congress reconsiders direct medical education payments to teach-
ing institutions, that it ought to consider a national per resident
amount rather than the wigely variant amounts that are currently
paid to hospitals.

We also believe that the direct medical education payment
should encourage ambulatory education. This is an area where the
Prospective Payment Assessment Commission has done a tremen-
dous amount of thinking, as well.

So, in conclusion, Mr. Chairman, members, the Physician Pay-
ment Review Commission believes that there are opportunities for
the Congress to achieve savings, both in the traditional Medicare
fee-for-service plan but greater savings, perhaps, in moving Medi-
care to a system whereby beneficiaries would have a choice of Med-
icare plans which would include managed care opportunities, and
we have offered you a number of suggestions about ways in which
we might move in that direction. We %ook forward to working with
you to try to develop these plans and to consider their feasibility.

Thank you.

[The prepared statement follows:]
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TESTIMONY OF JOHN M. EISENBERG, M.D.
PHYSICIAN PAYMENT REVIEW COMMISSION

Mr. Chairman, | am pleased to be here today to discuss growth in Medicare expenditures for
physicians’ services and its causes. Since it was established by the Congress in 19886, the
Physician Payment Review Commission has devoted a substantial portion of its work to issues
related to physician payment under Medicare. Our work assisted the Congress in shaping the
Medicare payment reforms enacted in the Omnibus Budget Reconciliation Act of 1989
{OBRAB9). We have followed up on that work by monitoring implementation of those reforms
and developing refinements to ensure that the policy meets its objectives of holding down the
rate of expenditure growth, removing distortions in physician payment, and limiting beneficiary
financial liability.

As this subcommittee considers reforms in the Medicare program and takes on the challenge
of reducing the federal deficit, it is important to understand recent trends in program spending
and the impact of past policies on growth in price, volume, and total expenditures. My
testimony today first reviews those trends and policies. it then considers the mechanisms that
could be used to reduce future spending and options for legislative changes that would be
needed to accomplish those changes. Different strategies will be appropriate for the fee-for-
service and managed care sectors. Moreover, any short-term steps should be consistent with
the anticipated direction of more comprehensive reforms, particularly those that would permit
Medicare to take advantage of the innovations in service delivery and payment that are now
being used in the private sector. | will conclude my testimony by commenting on the
relationship between physician supply and and expenditure growth and Medicare’s role in
financing graduate medical education (GME). The Commission has made budget
recommendations concerning GME in past years and can offer some general advice in this
area.

Let me also add that my comments reflect the Commission’s evolving views as it shapes its
1995 Annual Report to the Congress. These recommendations will be finalized later this
month. They will be transmitted formally to you as required by law at the end of March, but
we will work closely with your staff before then to provide the assistance you need in shaping
Medicare policy.

BACKGROUND: TRENDS IN EXPENDITURE GROWTH

Physicians’ services account for about 50 percent of spending under Medicare Part B and in
fiscal year 1994, amounted to $29.9 billion. After extremely high growth during the early
1980s, annual growth in expenditures for physicians’ services has slowed considerably
relative to the historical trend. Between 1986 and 1991, expenditures grew at an annual rate
of 10.5 percent. By contrast, between 1991 and 1993, estimated expenditure growth slowed
to an average rate of 3.8 percent. Even at this {evel, however, growth in Medicare
expenditures exceeds growth in the gross domestic product (GDP). Moreover, preliminary
data suggest that the rate of expenditure growth for 1994 and 1995 is likely to rise.

Medicare expenditures as a whole are outpacing growth in private sector health expenditures
{11.5 percent growth in Medicare versus 8.6 percent growth for private health insurance
expenditures between 1992 and 1993}. Growth in Medicare physicians’ services, however,
was substantially lower than growth for other types of services financed by Medicare.

Increased Medicare outlays can result from two sources: increases in payment rates and
increases in the quantity or mix of services provided. Increases in services can be separated
further into two components: those due to growth and aging of the population and those due
to changes in the practice of medicine. While population growth is often mentioned as being
a major cause of rising physician expenditures, in fact, its impact has been relatively small
with Medicare beneficiaries growing at between 1.5 percent and 2 percent annually [Figure
11. But, if the rate of expenditure growth declines, as it did in recent years, increases in the
Medicare population become a more significant factor in overall spending growth.
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Figure 1.Growth in Medicare Physician Expenditures (for Aged
Enrollees), by Component, 1980-1992
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SOURCE: 1984 Annual Report of the Board of Trustees, Federal
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The distinction between growth attributable to price and growth attributable to volume is
important for understanding past congressional action to slow expenditure growth. During the
1970s and 1980s, the primary policy levers to restrain Medicare expenditure growth were
restraints on price, either through across-the-board fee freezes or via fee cuts for procedures
that the Congress specified as overvalued. The latter were intended to be consistent with the
direction of payments under the Medicare Fee Schedule established as a part of physician
payment reform in OBRA89. Firstimplemented in 1992, the fee schedule’s purpose, however,
was not to constrain prices but to eliminate distorted incentives and inequitable payments
across specialties, services, and geographic areas.

Constraints on prices resulted in slower expenditure growth and were consistent with the goal
of moving fees towards resource-based payment. During the late 1980s, when fee constraints
were in place, volume became the principal force driving up expenditures for physicians’
services; from 1988 to 1992, payment rates accounted tor about 0.1 percentage points of
total growth in expenditures while the volume of services accounted tor 6 percentage points
of the 7.7 percent total growth in expenditures for elderly enrollees {Figure 1).

There are questions, however, about whether such constraints can hoid down expenditure
growth over the long term. Also at issue is how much Medicare fees can be reduced without
jeopardizing beneficiaries’ access to care. Medicare fees are now near 70 percent of what
private payers now offer to physicians.

The Commission has long held that a direct measure to contain volume is needed to maintain
program expenditures at a sustainable level. Medicare’s primary mechanism for addressing
volume growth is the system of Volume Performance Standards (VPSs), enacted as part of
physician payment reformin 1989. The VPS serves two purposes. First, it is a budgeting tool
that improves predictability in expenditures by linking payment levels to the growth in volume
and intensity of physicians’ services. Second, it is intended to serve as a collective incentive
to the medical profession to find ways to reduce inappropriate care, such as developing and
disseminating practice guidelines thar promote cost-efficient practice styles.

Under OBRABS, a performance standard (essentially a target rate of expenditure growth) is
to be set annually either by the Congress after consulting with the Commission and the
Secretary of Health and Human Services or by a default formula specified in law. {In tact, the
default formula has been used in most vears.) Then paymentrates are adjusted in subsequent
years as actual expenditure growth exceeds or falls below these standards. Performance
standards were first applied to physicians’ services in 1990; fee updates based on how well
physicians met these standards were first applied in 1992,
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Although the Cammission had recommended a singte performance standard, OBRA89 created
a system with two: one for surgical services and one for nonsurgical services. A third
standard (primary care} was added under OBRAS3 in response to concerns that growth in
volume for technical procedures in the nonsurgical service category was depressing fee levels
for primary care. Even though this has resulted in larger fee updates for primary care than
under the two standard system, even higher updates for surgicat services have resulted in
distortions in the patterns of relative payment, the very problem the Medicare Fee Schedule
was intended to correct.

Beginning in 1992, volume growth slowed substantially. As a result, Medicare fee updates
for 1994 and 1995 were much larger than had previousty been anticipated {Table 1). The
reasons for this slowdown in growth are unclear (as are the prospects for its continuation),
Possible explanations include responses to the incentives created by the VPS and secular
changes in the practice of medicine. The latter include slowed growth in technologies
introduced during the mid to late 1980s such as cataract surgery and magnetic resonance
imaging, and more efficient practice styles as a resuit of the increased penetration of managed
care. Others suggest that low volume growth in recent years merely reflects its inherent
volatility. In fact, the trend probably reflects a combination of these factors.

Table 1. Conversion Factor Updates for 1992 through 1895 (percentage)

Categories of Service® 1992° 1993° 1994° 1995°
All Services 19 14 6.8 7.7
Surgical - 3.1 - -
Nonsurgical -- 08 - -
Surgical - - 10.0 122
Primary Care - - 79 79
Other Nonsurgical - - 53 52

SOURCE: Physician Payment Review Commission compilation of final updates from Federal Registers.

® A single update for all services was made in 1992, separate surgical and nonsurgical updates were required
in 1983, and a separate update for primary care services began in 1994

b Set by congressional decision.

¢ Determined by default formuta.
PHYSICIANS' SERVICES: OPPORTUNITIES FOR THE FUTURE

Future efforts to limit Medicare spending for physicians’ services may focus on either the
fee-for-service sector, still the predominant form of payment under the program and the
option chosen by over 80 percent of beneficiaries, or on expanding enrollment in managed-
cate plans in anticipation that such systems of care will be more efficient providers.
Efforts to attain savings in the short-term, however, should not lose sight of structural
problems that could impede achievement of palicy goals in the long-term. Specifically,
changes in the VPS are needed 1o ensure its ability to control the rate of volume growth
should it begin to rise again, while changes in the method for paying managed care plans
are needed to enhance their willingness to participate in the program. The Commission
has some suggestions in each of these areas which would enhance program performance
and help it capitalize on innovative changes in the health care market.

The Commission recognizes the difficult task the subcommittee will face in finding budget
savings in physicians’ services and we stand prepared to advise you on these issues.
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Traditionally, the Commission has not commented on the overall magnitude of cuts in
Medicare. Instead, we take as our assignment the following: if the Congress should
decide to reduce spending, how can that be accomplished in a way that is most consistent
with long-term policy goals.

Fee-for-Setvice

in the past, proposals have been offered to slow growth in spending through selective
changes in relative payments for certain services (so-called overvalued procedures). While
this was an appropriate strategy during the years of transition to a new paynient system,
making such cuts now would threaten the integrity of the resource-based relative value
scale. This is a problem not only for Medicare but for the many private payers and
Medicaid programs that use Medicare’s relative value scale. Instead, payment policy
changes should focus on changes in the conversion factor, which would decrease fees
across the board, rather than on changes in payments for specific services.

Given the large fee updates awarded in 1994 and 1995, the Congress may be inclined to
achieve budget savings by rescinding previous fee updates or by making further
adjustments to the VPS default formula. It is the Commission’s view, however, that
technical problems with the default formula used in setting volume performance standards
should be corrected first. This is because despite recent high updates in Medicare fees,
the current policy in place will result in substantial reductions in the conversion factor over
the next five years. In fact, conversion factors in 2003 are projected to be lower than
when the policy was first implemented in 1992, even without accounting for inflation.
Mareover, the existence of three performance standards is introducing serious distortions
in payment rates.

Once these problems are addressed, then an across-the-board cut in the conversion factor
could be considered as a means of budget savings. For example, the size of the cut could
be set so it would be comparable to rescinding part or all of the 1994 and 1995 updates.
If the Congress decides to take this approach, however, it should be mindful that it would
widen the gap between the fees paid by Medicare and those of private payers. These
issues are considered below.

Fixing the Default Formula. The current VPS system has several flaws. First under
OBRAB8Y, performance standards are determined in part by the historical trend in volume
growth. At the time the law was written, historical trends were viewed as including some
amount of inefficiencies and inappropriate care and therefore a decision was made to
reduce the performance standard formula accordingly. Initially, deductions of one half of
a percent were taken from the historical trend, phasing in over time to two percentage
points. Under OBRAS3, the deduction was increased to four percentage points.

The problem is that this deduction is now permanently embedded within the default
formula and applies even as the 1991 to 1993 growth rate is the lowest two-year growth
rate since 1985. In effect, the formula demands that however well physicians did in
meeting the previous standard, they must reduce volume by an additional 4 percentage
points each year or pay a penaity in reduced fees. Clearly, it is impractical to expect that
physicians will continue to achieve such reductions year after year.

The combination of the four percentage point deduction enacted in OBRA93 and a lower
than anticipated volume growth rate may make it extremely difficult to get additional
savings by reducing physician payment. Since it is unlikely that volume growth will fall
four paints below current levels, maximum deductions in fees are already expected to be
taken beginning in 1998 and continuing through 2002,

The bottom line is that changes in the VPS default formula are urgently needed. To
address this problem, the Commission recommends replacing the current formula
thistorical trend in volume and intensity minus four percentage points} with a formula
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linked to the projected growth of real GDP per capita. This would permit a reasonable rate
of growth that is affordable over the long term.

The Commission also recommends two additional changes to limit further distortions in
relative payments and to improve accuracy and accountability within the system. First,
to ensure the integrity of the resource-based relative value scale, separate performance
standards and updates for categories of services shouid be eliminated. If they are
retained, they should be based on the trend in volume growth for each category as
required by OBRA93, and differential updates should be in effect for one year only. As
long as you have differential updates and allow the differences 1o be built into the baseline,
you will distort relative payments.

Second, fee updates should be based on comparisons between total actual expenditures
and total targeted spending since a base year. Under current policy, comparisons are
made between expenditure growth and the performance standard for a single year.
Missing the target in one year does not affect the update for the following year. A policy
that makes comparisons between total actual expenditures and total targeted spending
since a specified base year, on the other hand, accumulates year-to-year surpluses and
shortfalls and applies them to subsequent years.

In addition, limits on the size of both reductions and increases should be established to
lessen the volatility of fee increases and reductions. Currently, updates are limited to a
5.0 percentage point penalty if actual expenditures exceed the performance standard by
more than 5 percent. No comparable limit constrains the size of increases. Symmetric
limits of 5.0 percentage points should be used to prevent both extraordinarily high
increases as well as reductions. These two changes combined will add full accountability
for total expenditures for physician services while ensuring that annual fee updates are
relatively stable and reasonable.

The Gap between Medicare and Private Fees. Medicare fees are currently near 70
percent of those paid by private payers. The gap between Medicare fees and those ot
private payers in 1995 is less than the Commission reported last year because of higher
Medicare fee updates, reduction in the trend for private fee growth, and more accurate
data on "deep discount” payers. The gap between Medicare and private fees is of concern
because large differentials in payment between Medicare and private payers, coupled with
discontent about Medicare’s level of payment, couid compromise access to care for
Medicare beneficiaries. Even if the payments cover the cost of care, physicians may prefer
to accept patients with private insurance over those with Medicare. The Commission has
found no evidence that the current gap is causing an access barrier. It is possible,
however, that a substantially larger gap could affect physicians’ willingness to treat
Medicare patients, but the size of that threshold is unciear.

Managed Care

As the health care system has moved toward managed care and integrated delivery
systems, both the willingness of heaith maintenance organizations {(HMOs) to participate
in the Medicare program and beneficiary enroliment in these plans have increased.
Currently about 9 percent of Medicare beneficiaries are enrolled in HMOs, up from 7
percentin 1893. Enrollment rates vary considerably across the country, with higher rates
tending to occur where commercial HMO penetration is high. About 75 percent of
enrollees are in HMOs with risk contracts which are paid on a per capita basis; the rest are
in plans with cost contracts that are paid based on reasonable costs.

Further expansion of managed care within the Medicare program will depend upon the
capacity of HMOs to accommaodate elderly and disabled patients, plans’ willingness to do
business with the program, and benetficiaries’ willingness to receive care under these
arrangements.  Although short-term budget savings could be achieved by reducing
capitation rates, this approach would risk making the program less attractive to plans and
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thus would be counter to long-term goals. My remarks will focus primarily on needed
changes in the current payment methodology that could ultimately encourage a more
substantial rale for managed care within the Medicare program. These reforms also offer
some opportunities for savings.

inadequacies of the current Medicare payment policies have created problems of limited
HMO participation, low beneficiary enroliment rates, and higher costs per enrollee than
their fee-for-service costs would have been. These payment problems include:

[ wide geographic variation in payment rates due to local variations in fee-for-
service patterns of use;

L] volatility of county-level payment rates, particularly for those with smalil
Medicare populations;

L4 inadequate risk adjustment methods; and

L unrestricted movement between risk and cost contracts, resulting in HMOs

with risk contracts attracting patients with less expensive patterns of use.

Without addressing these problems, a greater role for managed care will not necessarily
lead to cost savings.

tn the Commission’s view, the first step in expanding managed care should be improving
payment policy for risk contracts by correcting flaws in current capitation rates {referred
to as average adjusted per capita costs or AAPCCs). Building upon this foundation,
additional managed care choices {such as Medicare Select and other preferred provider or
point-of-service options) could be expanded. Other approaches that would create
competition among both fee-for-service and managed care options within Medicare could
also be explored.

Capitation payment rates should be improved so that they (1) cover costs of an efficient
HMO, (2) are better adjusted for risk selection, and (3) are predictable from year to year.
The Commission suggests two approaches for improving capitation payments: competitive
pricing methods and refinements 1o the current AAPCC geographic adjustment method.
Because competitive pricing would be effective only in markets with multiple HMOs, both
approaches are needed in the short-term.  Also important is the need for payment
adjustments that mitigate the financial impact of adverse risk selection (having a patient
population with higher than average health care use) and reduce the incentives for HMOs
to select good risks. Given the inadequacies of current risk adjustment methods, partial
capitation methods that base HMO payment partly on a capitation rate and partly on actual
experience could also be tested. Each of these is discussed below.

Competitive Pricing. Competitive pricing would uncouple HMO payment rates from
Medicare fee-for-service expenditures, using market mechanisms to establish payments
that reflect the costs for an efficient HMO. The process could work as follows. First,
HMOs meeting the qualitying conditions for risk contracts would submit offers of the
minimum payment rate they would be willing to take. Then the Health Care Financing
Administration would establish a payment rate based on the bids submitted. To create
incentives for plans to bid low, plans that bid higher than the final rate should be
penalized, perhaps by requiring these plans to charge the balance of their bid to
beneficiaries in the form of premiums.

Whether Medicare would save money from using competitive bidding would depend upon
the design of the bidding process, how competitive the bidding becomes, the final
payment rates, and the level of the AAPCCs in those markets. Cost savings for Medicare
might be achieved if the final payment rate is set close to the low bids or if competitive
bidding results in rates lower than the AAPCCs. On the other hand, if bidding results in
arate higher than the AAPCC, a decision could be made to use the national average per
capita cost as an upper limit. {This rate should be adjusted for local input prices and
possibly for some variation in service use.) Such an approach is not an ideal one,
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however, because it would reintroduce the very problems that competitive pricing was
intended to correct and distort competition by preventing the established price from
reflecting local market conditions.

To enhance prospects for successful implementation, the Commission recommends that
the Health Care Financing Administration {HCFA) be given sufficient authority and
flexibility to introduce competitive bidding in markets with the best chances for success
{e.g., those with high HMO penetration} and gradually increase the number of markets as
competitive conditions change.

Refinements to the AAPCC Geographic Adjustment Method. Because competitive
pricing would be effective only in competitive markets, there will continue to be a need for
the AAPCCs or same other form of administered payment rates in the forseeable future.
AAPCCs also might be used during an interim period in locations designated for
competitive pricing, until the new method was ready to implement. Adjustments are
currently made for ditferences in costs across geographic areas by taking the ratio of
county-level per capita costs to the national average. This method is flawed because it
establishes payment rates that are unstable over time and are susceptible to extreme
geographic variation in service use patterns. It also creates an incentive for HMOs to
choose to serve those counties within their service area with the highest payment rates.

Theoretically, these problems could be addressed by making appropriate payment
adjustments that recognize input price factors that HMOs cannot control, such as local
wage rates or supply costs, and service use variation attributable to differences in health
status. Because we are now unable to adjust accurately for differences in service use, the
Commission’s recommended short-term strategy for improving the AAPCCs is to establish
payment rates for multi-county areas instead of individual counties. Such rates for multi-
county areas would improve payment predictability, particularly for rural areas, and would
eliminate payment variation across counties within HMO markets. |n the long-term, better
adjustments for service use should be developed.

Partial Capitation. When an HMO assumes full risk for its enrollees’ health care costs
under capitation, its financial results could range widely from large gains to large losses.
Partial capitation would minimize these potential swings by having Medicare share risk
with HMOs that had losses or gains outside specified thresholds. Two different partial
capitation methods could be used {1) blended rates based on a weighted average of a
capitation payment and fee-for-service payment for actual health care services provided,
using existing Medicare fees, and (2} risk corridor payments that would adjust capitation
rates in proportion to its net financial gains or losses exceeding established thresholds.

Despite its promise, partial capitation could be difficult to adminster. Before using this
method widely, therefore, demonstrations are needed to test different models and their
data requirements for HMOs, and to develop needed information for setting risk thresholds
and risk sharing percentages.

The Role of Cost Contracts. Cost contracts have long been made available for HMOs
that do not want risk contracts. While this flexibility has ensured that a range of options
is available to Medicare beneficiaries, it has also contributed to favorable selection for risk
contracting HMOs with increased costs to Medicare. In markets where competitive pricing
or partial capitation are implemented, limits should be placed on the use of cost contracts.

GRADUATE MEDICAL EDUCATION

Another factor affecting Medicare expenditures is the supply and distribution of physicians.
The tact that per capita spending is positively correlated with the number of physicians has
been well documented, and there is some evidence that care provided by specialists is
more expensive than that provided by primary care physicians. Since the Commission’s
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mandate was expanded in 1390 to include consideration of Medicare financing for
graduate medical education and the supply and speciaity distribution of physicians, we
have developed substantial expertise on these issues.

Recognition of the need to address supply and specialty distribution and the substantial
contribution of Medicare to supporting residency training prompted both the current and
prior Administrations to revise the payment methods for GME. Under current law
{established in the C lidated Omnibus Bud Recongiliation Act of 1985}, payments
are made to hospitals based on institution-specific per resident costs from the 1984 or
1985 reponting vears, updated for inflation. These costs are multiplied by the number of
full-time equivalent {FTE} residents in the hospital during the payment period. A
madification of the OBRAB8S provisi calls for resid being weighted as one-half an
FTE beyond the initial training period.

Previous proposals have suggested restructuring Medicare support by {1} introducing
weighting so that residents in primary care disciplines are treated as more than one FTE
and others in the initial training period are treated as less than one FTE and {2} basing
payments on the national average salary for residents rather than hospital-specific
historical payments. Such proposals can be designed to be budget-neutral or to achieve
savings.

While the Commission has long supported moving to a national per resident amount, it
questions whether weighting will actually increase the proportion of residents trained in
primary care. This is because direct payments go to the hospital and not necessarily to
the primary care training program. Moreover, the additional funding from weighting may
not be sufficient to increase the supply of primary care physicians; training programs in
these fields already have substantially fewer filled positions than those in many other
specialties. To better inform the Congress about the implications of such proposals, the
Commission is planning to model the impact of proposals to change GME financing. These
analyses should provide a more complete picture of the financial impact of Medicare
budget cuts by specialty and by type of hospital.

In addition, the Commission can provide additional advice on broader reforms in GME
financing that would move specialty distribistion and supply in a direction consistent with
the need to reduce Medicare expenditures. These might include shifting funding to support
training in ambulatory sites or other mechanisms that would break the linkage between

hospital payment and GME financing and thus allow more creative and sffective uses of
Medicare dollars.
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Chairman THOMAS. Thank you very much, Doctor, for your ideas
and rather extensive options available to us.
Mr. Altman.

STATEMENT OF STUART H. ALTMAN, PH.D., CHAIRMAN,
PROSPECTIVE PAYMENT ASSESSMENT COMMISSION;
ACCOMPANIED BY DONALD YOUNG, M.D., EXECUTIVE
DIRECTOR

Mr. ALTMAN. Well, thank you, Mr. Chairman. It is really a pleas-
ure to be here. I have really appreciated the opportunity over the
years to testify before this committee, working with you as well as
Mr. Stark and the staffs. :

I have with me Dr. Donald Young, who is the Executive Director
of the Prospective Payment Assessment Commission.

As you know, Mr. Chairman, ProPAC was originally established
to help the Congress think through the complexities ot the prospec-
tive payment system diagnosis related groups, which is the system
which was put in place in 1983 to pay hospitals, but the Congress
has expanded our mandate considerably over the years. We now
focus on skilled nursing facilities, home Kealth, hospitals which are
excluded from PPS, as well as working on end-stage renal disease
for dialysis.

In addition, the committee has asked us to look into several
other plans for the Medicare program, as well. We have looked
quite extensively at how Medicare has operated over the last sev-
eral years; and, as Dr. Eisenberg has pointed out, we share his
focus that while the price increases have been important, one needs
to focus attention heavily on volume. And we, too, have been look-
ing into different ways of focusing on volume.

But you asked us today to give you our best assessment of how
you, in the short run, can control Medicare costs as well as plan
for the future, so I will focus most of my testimony on changes in
theilMedicare program in the short run but look to the future, as
well,

As we look to the short run, we should recognize Medicare is a
fee-for-service system. In the hospital payment, we created in 1983
a minicapitation system for inpatient hospital care. Prior to that,
Medicare paid on the basis of cost. The more a hospital spent, the
more it got paid.

Now Medicare says to a hospital, here is a fixed amount of
money. You manage that amount. If you provide more tests and
procedures, you have to do it within that fixed budget. But it
doesn’t control services outside the hospital in the same way.

So much of the growth over the last 3 years has not been in the
prices paid to hospitals. It has been in the growth of home care
services, in the growth of skilled nursing facilities, as well as some
increase in the number of admissions.

Now, in thinking about how we might be able to control the hos-
pital side first, we really have two basic paths to go down:

One, we could reduce the update factor, which is the method we
use to increase hospital payments by a fixed amount for every hos-
pital. And there is a certain appeal to that. It is simple. It has a
sense of fairness.
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The problem with it is that some facilities are in a much better
position to take those reductions than others, and it may turn out
that the ones you want to preserve are just the ones that are going
to be in trouble if you introduce across-the-board reductions. So the
alternative would be to focus reductions on institutions that may
not need the money as much or where there is a questionable
amount of money that has been flowing to them.

Let me indicate some of the areas where we might go. And, by
the way, I have appended to my testimony a number of charts
which you may want to refer to as I just quickly move through this
testimony.

The first chart indicates the fact that Medicare was a fairly pru-
dent controller of expenditures from 1983 to 1991. But, beginning
in 1991, the growth rate of 6.5 percent on average per year was sig-
nificantly more than the private sector, which was 4.7 percent.

Chart 2 demonstrates what I was talking about, that while over-
all Medicare expenditures grew by 11.8 percent between 1991 and
1993, it grew by 38 percent for home health. It grew by 46 percent
for nursing homes, while hospitals grew at about 10 percent.

Now, let’'s focus more specifically on the hospitals, particularly
the hospitals that receive most of the money. Even though the in-
patient sector is declining, it is still where most of your money goes
in the Medicare program. Of the total $151 billion that Medicare
spent in 1993, about $80 billion went for inpatient hospital care or
about 52 percent of the total.

Now, when you look at the growth rates, they have been fairly
moderate in recent years. The update factors have been held down,
but the current law which allowed the Medicare program to essen-
tially pay 2 percent less than the market basket is going to phase
that reduction down to and, by 1998, that would essentially go to
Zero.

One real possibility that you have is not to allow that reduction
to take place and to keep the 2 percent below market basket in
place. I say that, and I feel more confident in saying that because
the hospital cost structure, which resisted reductions even though
Medicare was paying out less because of the ability to charge pri-
vate patients more than their costs, is now beginning to fall and
is being pushed by private-sector reductions in prices that they pay
to the hospitals.

I think the Medicare program should essentially ride that curve
down, not be excessive about it, because you don’t want Medicare
to get out of balance any more than it already is with what private
payments are. But neither do you want Medicare to become the
best payer in town, except when you design it specifically for a spe-
cific hospital.

So one possibility would be to focus on that update factor and to
tie it more closely to where it had been during the middle eighties.

Now, we can focus on a number of special issues. One of the most
complex and controversial is the teaching adjustment. The Con-
gress, in establishing the PPS, decided, based on analysis, that it
was important to pay teaching hospitals more than just their flat
DRG payment because teaching hospitals get sicker patients. They
also are training our next generation of physicians, and these
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younger physicians use more tests and procedures and they also
treat larger numbers of uninsured people.

And so the Congress built into the legislation an increased pay-
ment. Unfortunately, they overshot the mark a bit. Well, that 1s
being kind. They overshot the mark a fair amount and wound up
paying hospitals about 11.2 percent for every 10-percent higher
ratio of the interns and residents to beds. Over the last several
years, that teaching adjustment has been reduced somewhat to
about 7.7 percent.

We at ProPAC have been looking at this. Our best estimate is
that that teaching adjustment should be around 4.5 percent, not
7.7. But we believe it would be a mistake to simply reduce that
amount from 7.7 to 4.5 in one shot.

You have to appreciate the problems of teaching hospitals. They
are, after all, often located in our urban centers, treating many of
the uninsured. They do have higher costs because of the factors
that 1 indicated, and they are the group that are the most nega-
tively affected by this pressure for managed care in the private sec-
tor.

That doesn’t mean that we support just continuing to pay them
higher rates. Our recommendation would be this year to reduce the
7.7 percent to 6.7, which is about a 13-percent payment reduction,
followed in the second and third year by comparable reductions.
Over time, that would reduce teaching payments by about 40 per-
cent, which is a significant reduction.

We also have looked at the graduate medical education compo-
nent that Dr. Eisenberg talked about, and we have similar
thoughts about that in terms of either freezing the payment rate,
the number of residents, or reducing the payment rate per resident
to something above the national average or in some way focusing
the payments much more on primary care and away from specialty
care.

Now, as we look at other areas, we need to recognize that one
of the other adjustments that the Congress put in the DRG system
was to focus extra dollars to what we call disproportionate share
hospitals. These are hospitals mostly in our urban areas, some in
rural but mostly in our urban areas, that treat large numbers of
people, Medicare people and Medicaid and uninsured people that
can'’t pay their bills.

These are very financially vulnerable hospitals. So the Medicare
program provided an extra subsidy. In 1989, this subsidy was $1.1
billion. By 1994, this subsidy had grown to $3.4 billion, represent-
ing over 5 percent of the prospective payment system.

Our estimate of what the disproportionate payment would be in
1995 is $3.7 billion.

In general, ProPAC has supported the disproportionate share ad-
justment. It has provided a very meaningful averaging and allowed
1nstitutions to survive. However, like any blunt tool, i1t has allowed
some institutions to get this payment without providing quite the
level of uninsured or uncompensated care as others.

We believe a much more focused disproportionate share payment
could be devised, and we are working on that and would be glad
to work with you and your staffs to see to the extent to which we
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can focus those dollars more specifically at the hospitals that bear
the largest burden.

The third group of hospitals that have benefited from very spe-
cific legislation by the Congress and the administration has been
rural sole community hospitals. The DRG system unintentionally
in the beginning did serious financial harm to rural hospitals, but
over the last 10 years the Congress and the Commission has rec-
tified that to the point that, in many communities, Medicare is the
best payer for rural hospitals.

But here, too, we believe those dollars can be better focused; and
we need to work with States and rural areas to make sure that we
are keeping going only those hospitals that should be kept going.

Nevertheless, we at ProPAC support the continued rural adjust-
ment, particularly for sole community hospitals—these institutions
which, if they were to stop, would cause serious harm to the lim-
ited number of people that live in those areas.

One of the complicated aspects of the prospective payment sys-
tem is the fact that capital which, after all, is about 10 percent of
payments has now been restructured in a way that fits within the
DRG system we at ProPAC support. That we believe that was a
good adjustment. However, there was a mistake made in the early
stages, not intentionally, but based on limited information; and
there is an overpayment in the capital structure that we believe
should be over time reduced; and there is substantial dollars that
could be saved by focusing on reducing that payment.

There are hospitals which are excluded from PPS, children’s hos-
pitals, certain hospitals that do rehabilitation and others. These,
too, can benefit—have benefited from increases in the update fac-
tor. It is not as complicated a system; and there is not as much to
squeeze out here; but here, too, dollars can be better targeted.

When we shift from the inpatient to the outpatient, you are deal-
ing with a major increase in spending. And, as I referred to back
in chart 2, hospital outpatient has been growing by almost 14.3
percent per year between 1991 and 1993. Again, much of the in-
crease is the result of volume which cannot be dealt with by just
changing the payment structure. Medicare is not a high payer for
outpatient services, but it is a fee-for-service outpatient system;
and, therefore, some of the potential savings that the private sector
has generated through managed care is lost. So here, too, we would
recommend thinking seriously about developing some partial
capitated or fully capitated system to benefit from reducing out-
patient services.

It is only reasonable that as the hospital length of stay has fallen
off, more people should use skilled nursing facilities. They are less
expensive, and they target services better. However, we are getting
very concerned about the growth in ancillary services that are
being provided to these patients once they are in the facilities.
Much of the annual spending growth of 46 percent is the result of
ancillary services being given and charged on a fee-for-service basis
in addition to the base payments.

We at ProPAC are completing our study, and we hope to have
it done within the next several months to give you some rec-
ommendations on how you might deal with this. Again, some
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growth in skilled nursing facility payments was very appropriate.
But the 46 percent leaves us with significant concern.

And that brings me to the second major growth area, which is
home care. A%ain, home care tied into a balanced delivery system
makes a lot of sense. True, as we have cut back length of stay and
admissions, growth in home care should have increased. But we
are getting concerned, as are most others here in Washington and
around the country, about growth rates which are 30, 40 and 50
percent per year. Much of the growth is in the number of visits per
beneficiary, not in the price.

Medicare has a tough home payment system. You could get some
reductions by limiting that payment rate, but you need to focus on
controlling volume.

In another life of mine at Brandeis, we have conducted over a
long period of time a demonstration which was called the Social
Health Maintenance Organization System where we gave a limited
number of HMOs 100 percent of the AAPCC and told them the
needed to provide home care and some long-term care, as welft
What that experiment clearly indicated to me was that in a man-
aged care environment home care can be delivered much more effi-
ciently without the growth that you have seen in the fee-for-
service.

In my testimony, I have laid out other home health options. An
introduction of coinsurance is possible, putting back the 100-day
limit which used to exist or even putting back the prior hospitaliza-
tion.

I personally don’t favor putting back the prior hospitalization. I
think a much better managed care environment is the way to go.

Now, finally, we, too, have looked hard at the issue of Medicare
managed care. There is no question that 5 percent of the Medicare
population in managed care is too low. It is growing, and what is
interesting is that the people that go into managed care amon
seniors are as satisfied or more satisfied with their care as individ-
uals who are under 65. That doesn’t mean that managed care is
for everybody, particularly for many very sick seniors, but there is
much greater growth that is potentially available.

To do that, however, requires substantial changes in the law.
And I would emphasize we need to change the law. We need to
change the way Medicare pays for managed care, not only because
it would expand the number of managed care plans coming in,
which it would, but also, if we are not careful, Medicare could actu-
ally lose money by putting more people into managed care because
the current system allows a Medicare beneficiary to go into man-
aged care and then, when they get sick, to drop out of managed
care and go back into the fee-for-service system. Well, that may be
good for the beneficiary but just think about the program.

The program is paying an average payment which includes not
sick people and sick people, and then ifp the sick people go back into
the fee-for-service system, it offers the real potential for the man-
aged care plans to do quite well but for the Medicare program to
wind up paying too much money.

The current Medicare program pays an average amount. It has
a few categories, but we are just not capable of coming up with
what are called risk, really risk-adjusted premiums. So if you are
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not careful you could wind up with the younger, less sick people
in managed care and the older, more sick people in fee-for-service;
and we have sort of blown the 5-percent savings.

Again, this need not be the result of the managed care plans
doing anything. It is not that they have done anything wrong. They
are just sitting there taking peopYe who are coming in, and the peo-
ple who are liiely to come in are likely to be less sick and younger.

Now, if they had stayed in over their whole lifetime, they would
get sick, and then the managed care plans would deal with them.
But if they bought back out into the fee-for-service, Medicare could
lose money. So we need to look hard at this, but that is clearly an
area for future growth. And we at ProPAC are working hard to try
to help you think about that.

Again, Medicare embarked on an interesting change in its pay-
ment system in 1983. For the most part, it has worked pretty weﬁ,
not perfect, for inpatient hospital care, but it has not been broad
enough, and it has not encompassed the kind of managed care as-
pects that the private sector has, and there are clearly things that
we could learn from them.

Thank you, Mr, Chairman.

{The prepared statement and attachments follow:]



28

TESTIMONY OF STUART H. ALTMAN, PH.D.
PROSPECTIVE PAYMENT ASSESSMENT COMMISSION

Good morning, Mr. Chairman. | am Stuart Altman, Chairman of the Prospective
Payment Assessment Commission (ProPAC). | am accampanied by Donald Young,
M.D., Executive Director of ProPAC. | am pleased to testily today as you bagin to
consider alternative ways to control the rapid rise in Medicare spending. During my
testimony, | will refer 1o several charts. These charls are appended 1o the end of my
written testimony.

Because many new members have joined the Subcommittee since | last appeared
before you, | would like to briefly describe the mandate and work of the Commission.
ProPAC is an independent Congressional agency that was established in the 1983
legisiation that created the Medicare prospective payment system (PPS} for inpatient
hospital services. Originally, the Commission's primary responsibifity was 1o examine
issues related to PPS and provide advice for updating and improving it. Over time,
Congress has expanded our mandate to include providing analyses and making
recommendations conceming Medicare policies for facilities excluded from PPS and
hospital outpatient, skilled nursing facility, home health, and end-stage renal disease
dialysis services. In addition to an annual report containing ProPAC's
recommendations, we also are required by statute to submit each year a report to
Congress describing the relationships between Medicare and the American health care
system. Periodically, the Congress also requests other reports concerning Medicare,
Medicaid, and the changing health care gystem.

MEDICARE SPENDING GROWTH

Between 1992 and 1993, Mr. Chairman, Medicare spending for services furmished
1o its beneficiaries increased about 11 percent, to $151 billion. The Medicare
population is growing faster than the general population and about 20 percent of this
spending growth ¢an be accounted for by more beneficiaries and thelr increased age.
Inflation in the general economy, as weli as additional growth in the price of medical
goods and services providers purchase, also contributes to the escalation in Medicare
spending. But there is one other responsibile factor that | will return to frequently
during my testimony: much of the recent acceleration in expenditures is due to more
Medicare beneficiaries receiving more and more services each year.

As members of this Subcommittee are aware, Medicare continues to be
predominantly a fee-for-service payment system. This payment method provides
strong incentives for physicians and other providers to fumish more services to
beneficiaries who are willing to receive them. Many of these services, however, may
be of limited medical value to specific individuals. The private insurance market is
responding to this problem by developing altternative payment systems based on
capitation and managed care. These methods contain strong financial incentives for
providers themselves 1o controf the cost of each unit of service furnishad as well as
the number of service units. There also are incentives to furnish high quality care to
the extent purchasers and their enroliees also consider this factor in selecting among
competing plans and providers.

While more and more Medicare beneficiaries are choosing capitated, managed
care plans, overail enroliment lags well behind that of the private sector. There are a
number of reasons for this, several of which | will discuss in a moment. To explain all
the issues involved with Medicare managed care, however, would require me to go
into considerable detail and to suggest a number of changes to the Medicars law. We
at ProPAC have been working on these issues, and | would welcome the opportunily
to give you our thoughts at the appropriate time. You requested, however, that today |
focus on changes to the existing Medicare program that might control spending growth
in the short term. This | will do, but | want to emphasize that much of this growth is
due to Medicare policies that encourage increases in the volume of services provided
and more fundamentat changes in the law are necessary 1o correct these incentives.

Over the past decade, the Medicare program generally has done a good job in
implementing policies that controfled increases in payments for individual services.
The first major change was the shift from cost-based reimbursement for inpatient
hospital services to the Medicare prospective payment system (PPS). While some
considered this an administrative pricing system, it also could be considered a mini-
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capitated payment plan for inpatient services during each patient admission. The
effects of the PPS system and other Medicare policy changes over the past decade
can be seen in Chart 1. Between 1979 and 1983, real Medicare spending per
enrollee--that is, adjusted for inflation--was growing faster than private heaith
insurance expenditures per person. Medicare policies enacted in the early 19680s
reversed this trend, with Medicare spending between 1983 and 1891 rising much more
slowly than the private sector. Between 1991 and 1993, however, Medicare spending
growth accelerated, exceeding private sector increases.

Spending increases in settings outside the hospital are parlly responsible for the
renewed rise in Medicare expenditures (see Chant 2). While the bulk of Medicare
spending continues to be for inpatient hospital services, home health and skilled
nursing facility expenditures are growing rapidly. Between 1991 and 1993, hospital
inpatient spending increases averaged 10 percent annually, while payments for home
health and nursing facility services grew at rates of 38 percent and 46 percent per
year, respectively. As | will discuss in a moment, increases in the number of these
services furnished to beneficiaries is a major contributor to this spending growth.

MEDICARE PAYMENT POLICIES

Mr. Chairman, given this brief background, | now would like to turn to a discussion
of possible changes in Medicare payment policies in the short term that could alter
overall spending growth. There are two broad ways of approaching these changes.
The first is to apply an across-the-board reduction in the level of the update factors
that determine how fast payments for each unit of service rise. The Medicare program
periodically applies an update factor to the base payment amount for hospitals, skilled
nursing facilities, home health agencies, and other providers. A similar reduction in
update factors for all facilities could be seen as being fair, in that all providers will
contribute to the slowing of Medicare spending growth. This approach, however, may
fail to recognize the special needs of certain types of providers that Medicare patients
rely on. Accordingly, a second approach could target slowdowns in payment growth
to specific groups of facilities through differential payment updates or through
refinement of other payment policies that target these facilities.

I now would like to turn to several specific suggestions on possible changes in
Medicare payment policies.

PPS HOSPITALS

Medicare payments for individual PPS hospitals reflect both capital and operating
expenses. For operating expenses, hospitals receive a payment based on the
hospital's location and the assigned diagnosis-related group (DRG) plus additional
payments if the hospital gualifies. These include special payments to teaching
hospitals and hospitals that serve large numbers of low income individuais. PPS
hospitals also receive additional payments for their capital costs and, for teaching
hospitals, the direct costs of graduate medical education programs. PPS spending
can be constrained by controlling increases in the base payment rate, the individual
payment adjustments, capital payments, or a combination of approaches. The route
that you choose to slow spending growth will impact hospitals differentially, depending
on their current leve! of overall Medicare payments and the degree to which they rely
on the additional payments. Many of the options that t am going to discuss would
affect the same groups of hospitals, and therefore the impact on access to care for
Medicare beneficiaries of the total package of spending changes also must be
carefully assessed.

Limiting the Increase in the PPS Update Factor

Since the third year of PPS, the increase in the annual update factor has been less
than the rise in the market basket index that measures the rate of inflation in the
prices of goods and services hospitals purchase. Inpatient hospital payments per
case, however, have grown somewhat faster than the market basket as hospitals
submitted bills for more complex and costly patients (see Chart 3). Untii recently,



30

however, hospital costs have grown even faster than payments. As a result, hospital
PPS margins (or profits) have been negative since 1990 (see Chart 4).

The overall financial effect of Medicare’s update policies is related to hospitals’
ability to reduce cost growth or to obtain additional revenue. Until recently, instead of
reducing costs as Medicare (and Medicaid) constrained payments, hospitals
responded by increasing revenues from private payers. Consequently, in 1992
hospitals spent $26 biliion more than they received from public payers for the costs of
furnishing services to Medicare, Medicaid, and uninsured patients. In the same year,
they received $29 billion more from private payers than their costs of providing care to
privately insured patients.

More recently, increasing price competition in the health care market place is
affecting the ability of many hospitals to obtain excess revenues from private payers to
subsidize losses from government programs. Many hospitals are responding to these
market pressures by reducing costs. Hospital cost growth began to fall dramatically in
fate 1992, and the decline is continuing (see Chart 5). Prior to 1993, real hospital
costs per case--that is, adjusted for inflation--were growing about 4.7 percent annually.
In 1993, this rate dropped to 1.7 percent. This downward trend continued in the first
nine months of 1994, with the change in real costs actually becoming negative.

This dramatic decline in cost growth must be considered as Medicare determines
its update policies. Current law sets the PPS update factor at 2 percentage points
less than the market basket for fiscal year 1996. The update factor is scheduled to
increase by the market basket minus 0.5 percentage points in 1997 and by the fulf
market basket in 1998. I the current cost slowdown continues, the updates scheduled
under current law would be higher than anticipated cost increases.

Consequently, you may wish to continue with an annual update factor at 2
percentage points less than the market basket beyond 1996. You could then examine
this factor each year and adjust it further if hospital cost reductions continue.

Currently, the financial condition of the average hospital continues to be good,
although many individual hospitals are experiencing financial distress. A number of
these hospitals treat large numbers of Medicare beneficiaries, as well as Medicaid and
uninsured patients. These facilities have a limited ability to obtain surplus revenues
from private payers to cover losses from the care of their other patients. The effects
on Medicare beneficiaries served by these haospitals, therefore, must be considered as
we examine alternative ways to slow spending growth.

Reducing Differences in Base Payment Amounts

The payment each PPS hospital receives for each case is determined by the
hospital's standardized payment amount (SPA) and the relative weight of the assigned
DRG (diagnosis-related group), together with certain adjustments and additional
payments. When PPS was implemented, there were two standardized payment
amounts, one for rural areas and one for urban areas. Subsequently, Congress split
the urban hospitals, creating one SPA for hospitals located in metropolitan statistical
areas (MSAs) with populations of 1 million or more (called large urban areas), and
another SPA for all other urban hospitals. In fiscal year 1995, the ditference between
the large urban and the other urban SPAs is about 1.6 percent.

In OBRA 1990, Congress mandated a phase-out of the differential in the SPA
between rural and other urban hospitals. This phase-out was completed in 1995.
Consequently, there are now only two SPAs, one for large urban areas and one for all
other areas. Congress could consider phasing-out the differential between the large
urban and the other standardized amounts. This differential was put in place in the
early years of PPS, to recognize the slightly higher costs of hospitals located in large
urban areas. Since that time, many of these hospitals have benefitted from increases
in the disproportionate share adjustment and from the teaching adjustment. Payments
to these hospitals account for 53 percent of all PPS payments (see Chart 6). They
also receive 74 percent of IME payments and 61 percent of DSH payments. In 1992,
their PPS margins were a full percentage point better than that for all hospitals
combined (see Chart 7). It also should be recognized, however, that because of the
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patient populations many of these large urban hospitals treat, their total margins were
less than average.

Reducing Growth in Payments for Medical Education

The Medicare program provides extra payments to hospitals with graduate medical
education programs. There are two types of these payments. First, teaching
hospitals receive an adjustment to their PPS payments to reflect the added patient
care costs associated with operating a teaching program. This indirect medical
education (IME) adjustment will account for about 5.3 percent of total PPS operating
payments in fiscal year 1995, or about $3.7 billion. Medicare also pays teaching
hospitals an additional amount, separate from the PPS payments, for the direct costs
of maintaining graduate medical education programs. These payments (referred to as
GME payments) cover resident salaries and benefits, the salaries of supervising
physicians, office space, and other overhead. These payments are expected to total
$1.4 billion in 1995. 1 will first discuss the IME adjustment and then return to GME
payments.

The amount of the IME adjustment depends on a hospital's teaching intensity,
measured by the number of interns and residents per bed. Currently, payments
increase about 7.7 percent for each 10 percent increase in teaching intensity. Each
year, ProPAC estimates the relationship between teaching intensity and standardized
Medicare operating costs per discharge. The most recent analysis indicates that, on
average, a 10 percent increase in teaching intensity is associated with a 4.5 percent
increase in Medicare operating costs per discharge.

As we have reported to you previously, since PPS began, the Medicare program
has more than adequately compensated teaching hospitals for the costs of treating
Medicare patients. In 1992 major teaching hospitals, those with 25 or more interns
and residents per 100 beds, had the highest PPS margins of any group of hospitals.
Their total margins, however, were among the lowest of any group, related in part to
the large amount of uncompensated care many of these hospitals furnish. The PPS
and total margins for other teaching hospitais were similar to the average for all
hospitals.

This year, as we have for several years, we are recommending a reduction in the
IME adjustment. We recommend lowering the adjustment in 1996 from 7.7 percent to
6.7 percent for each 10 percent rise in the number of interns and residents per bed.
This is equivalent to a 13 percent reduction in the amount of IME payments. This
raduction is the first phase of a three year plan which will bring the teaching
adjustment in line with the amount our analyses suggest is appropriate. We have
chosen this phasing approach to allow teaching hospitals time to adjust to the large
reduction in payments this would represent. The Commission also is concemed that
accelerating price competition in the private sector is reducing the ability of teaching
hospitals to obtain the higher patient care rates from other payers that traditionally
have contributed to financing the costs of medical education. While we are not
suggesting that all of these costs should continue or that all of the current payments
are necessary, we believe that this country should also consider an alternative
tinancing system for graduate medical education.

As | indicated, Mr. Chairman, Medicare aiso pays teaching hospitals a share of the
direct costs of maintaining graduate medical education programs. These GME
payments are based on a hospital's per resident costs in a base year, updated to the
current year. Hospital-specific per resident costs in 1990 ranged from less than
$10,000 to more than $100,000. Consequently, Medicare per resident payments also
vary widely across teaching hospitals. Payments also differ if the resident is in an
initial residency or in a second residency, or in a primary care or specialty program.
GME payments have increased in recent years, as the number of residents has
grown.

There are a number of ways Congress could slow the growth in spending for GME.
For example, it is not clear that the value to Medicare of the increasing number of
residents is worth the cost. One approach would be to set a cap on total GME
payments related to the number of residents in a base year. If the number of
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residents increases, then payments per resident would be reduced to keep the pool
constant.

As | noted, there are large variations in per resident payments across teaching
programs. Another option, therefore, is to set an upper limit on the amount of the
payment per resident. The annual update in per resident payments could also be
reduced for specialty residents or for all residencies. tn addition, Medicare could
restrict payment to only one period of residency training or to a certain number of
years of training.

Targeting Payments to Disproportionate Share Hospitals

Hospitals that treat a disproportionate share of low income patients also receive an
adjustment to their PPS payments. Many of these hospitals experience difficulties
recruiting physicians and other staff, meeting the special needs of their patients, and
obtaining sufficient revenue to cover the costs of caring for large numbers of
individuals without insurance. The DSH adjustment is intended primarily to help
assure access to care for Medicare beneficiaries who rely on these hospitais. In
contrast to the IME adjustment, the DSH adjustment is not closely tied to additional
Medicare operating costs per discharge, except for large urban hospitals.

in the Omnibus Budget Reconciliation Acts (OBRA) of 1989 and 1990, Congress
substantially increased the amount of DSH payments. In 1989, these payments were
$1.1 billion, representing 2.4 percent of PPS operating payments. In 1994, they are
expected to be $3.4 billion and to account for 5.1 percent of PPS payments (see Chart
8). In 1995, DSH payments will rise to an estimated $3.7 billion.

Some hospitals, however, benefit from these extra payments without bearing the
same burden in terms of financial losses as other hospitals. For example,
disproportionate share hospitals in large urban areas have the lowest average total
margin and the highest share of negative margins of any group of hospitals. In
contrast, disproportionate share hospitals in other urban and rural areas have much
higher than average total margins.

One approach the Congress can consider is scaling back the substantial
expansions in DSH payments that were enacted in 1989 and 1990 and better
targeting the available funds to those hospitals with the largest share of low income
patients that are essential to maintain access for Medicare beneficiaries.

Targeting Payments to Sole Community Hospitals

Sole community hospitals (SCHs) are considered to be the main source of care for
a geographically isolated population. SCHs are paid the higher of the applicable PPS
payment or their hospital-specific costs in 1982 or 1987, updated to the current year.
About 80 percent of SCHs currently receive payment based on their hospital-specific
base year costs. In addition, other Medicare policies allow many of these hospitais to
qualify for DSH payments under policies applicable to urban hospitals.

About 600 hospitals are designated as SCHs. The PPS margins for these
hospitals have increased substantially as a result of recent changes in Medicare
policies. The overall financial condition of these hospitals also is better than the
average hospital (see Chart 7).

Many of the hospitals that receive special treatment under the SCH provisions are
not truly isolated, because they were “grandfathered® when the current designation
criteria were implemented. The Congress may wish to limit the special treatment for
SCHs to those that are truly isolated and serve as the only available hospital for
Medicare beneficiaries residing in remote areas.

Correcting for Capital Cost Overestimates

The costs hospitals incur to acquire capital were excluded from PPS when it was
implemented beginning in late 1983, with payments continuing on a reasonable cost
basis. In fiscal year 1992, hospitals began a 10 year transition 1o a fully prospective
payment system for capital. During the transition, each hospital's capital payment is
based on one of two methods. The determination of the method as well as the
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amount of payment to each hospital is based in part on a comparison of each facility's
“hospital-specific rate" (updated base year capitat costs) and the adjusted "Federal
rate” (a national average capital cost per discharge).

The base year capital costs were estimated using the best data avaitable at the
time. Similar data was also used to project the expected growth in capital costs from
the base year to 1992, the first year of the capital transition. In fact, we now know
that actual hospital capital costs were less in the base year than was estimated. In
addition, the updates applied to inflate the rates to 1992 also were too high.
Consequently, both the hospital-specific rate and the Federal rate are higher than they
would have been if actual data had been available. In OBRA 1993, Congress partially
corrected for the overestimates by reducing the Federal rate. Both the hospital-
specific rate and the Federal rate, however, continue to be higher than intended.
Congress may wish to reduce the level of both rates to bring them in line with actual
base year costs and actual capital cost growth prior to the beginning of the transition.

EXCLUDED HOSPITALS

Certain specialty hospitals and distinct-part units of general hospitals are excluded
from PPS, if they meet certain requirements. These facilities include psychiatric and
rehabititation hospitals and distinct-part units, as welf as children's, long-term care, and
cancer specialty hospitals.

Each excluded provider is paid on the basis of its curren! Medicare allowable
inpatient operating costs or a target amount. The target amount is based on the
provider's costs per discharge in a base year, updated to the current year by an
annual update factor. This payment mechanism rewards providers that keep their
costs below the target amount and penalizes those that exceed the amount.

From 1989 to 1993, a market basket measure of price increases was used to
update the target amount for these facilities. In OBRA 1993, Congress reduced the
update factor by up to one percent for certain facilities for fiscal years 1994 through
1997.

These facilities account for a small share of total Medicare spending, although this
share has been growing rapidly as more beneficiaries use these services. Congress
could slow spending growth modestly by further reducing the annual update factor.
They could also apply the reduced update to all facilities.

HOSPITAL OUTPATIENT SERVICES

Mr. Chairman, 1 would like to turn now to Medicare reimbursement for hospitai
outpatient services. Because of its rapid growth--14 percent in 1993--hospital
outpatient spending is an increasing share of total Medicare expenditures. For the
past several years, the Commission has recommended a correction to the formula that
determines hospital outpatient payments for ambulatory surgery, radiology. and other
diagnastic services that wouid generate significant savings.

Currently, hospitals are reimbursed for these services based on a formula that
incorporates the hospital's costs and charges, and a prospective rate. Medicare
program payments are then reduced to reflect beneficiary coinsurance. The problem,
Mr. Chairman, is that the beneficiary coinsurance is not based on Medicare’s payment
but on each hospital's charges. Hospital charges are about two times higher than
Medicare payments, according to HCFA estimates. Thus, the beneficiary coinsurance
is significantly more than the traditional 20 percent of payments. Because the
Medicare payment formula does not fully offset these higher beneficiary copayments,
hospitals end up receiving more than Congress intended.

While correcting this formuta-driven overpayment could generate significant
savings, ProPAC has recognized that beneficiary payments representing 50 percent or
more of tolal payments also is not what Congress intended. The Commission
believes that these amounts could be reduced by linking the coinsurance payment to
an estimate of payments, rather than charges. We are aware that correcting this flaw
would increase Medicare outiays and, therefore, have recommended that the savings
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achieved by correcting the payment formula should be used to reduce the excessively
high beneficiary copayments.

SKILLED NURSING FACILITY SERVICES

Mr. Chairman, | next would like to tum to Medicare's post-acute benefits--skilled
nursing care and home health services. The Medicare skilled nursing facility (SNF)
benetit is intended to be an extension of a hospital stay, at a lower level of care. As |
mentioned previously, Medicare spending for SNF services is escalating rapidly. This
growth is related to the rising number of beneficiaries using SNF services and
increases in the number of days per person served (see Chart 9). These increases
are due in part to decreasing lengths of stay in the inpatient hospital setting.
Spending growth has also increased recently due o substantial increases in average
daily SNF reimbursement (see Chart 10). ProPAC is examining this recent growth.
We believe it may be related to a surge in the number of ancillary services being
furnished and billed for separately from the routine per diem payment.

SNFs are paid their costs for routine per diem operating expenses, subject to a
limit. A separate payment is made to cover capital costs. In addition 1o these
payments, skilled nursing facilities receive reasonable costs (without limits) for the
ancillary services provided to patients receiving SNF-level care. They also may bill
under Part B of Medicare for ancillary services furnished to inpatients who have
exhausted Part A benefits or to outpatients.

Currently, free-standing skilled nursing facilities are paid the lower of their costs or
112 percent of the average per diem costs for urban or rural providers during a base
year period. Hospital-based facilities receive a higher limit that is based on a
combination of the free-standing limit and 112 percent of the average costs for all
hospital-based facilities. These limits are periodically updated.

OBRA 1993 froze the SNF cost limits for fiscal years 1994 and 1995. Congress
could continue to freeze or limit the increase in per diem cost limits for these facilities.
An alternative is to reduce the cost limit level from the current 112 percent to a lower
amount. Another option to slow spending growth would be to reduce or eliminate the
differential between hospital-based and free-standing limits. 1 need to note again, Mr.
Chairman, that while these changes would slow the growth in per diem payments,
they would have little impact on the increase in utilization that is primarily responsible
for driving up spending. We will provide you with the findings from our examination of
the increasing ancillary usage as soon as possible.

HOME HEALTH CARE

Home health services are the fastest growing spending category in the Medicare
program. As | mentioned earlier, increases in the number of beneficiaries who use
this benefit and the number of services they receive are responsible for almost all of
this growth (see Chart 11). The number of beneficiaries using this benefit has
doubled over the past 10 years. In addition, the average number of services used by
each of these individuals has increased by aimost one-fourth in just the last two years.

To qualify for the home health benefit, beneficiaries must be confined to the home,
be under the care of a physician who prescribes home care, and require either
intermittent skilled nursing or physical therapy services. Prior to OBRA 1980,
Medicare required beneficiaries to have been in the hospital for a minimum of three
days prior to receiving the home health service. Medicare also limited the number of
visits to 100 per year. Since then, there has not been a hospitalization requirement or
a limit on the number of visits a beneficiary may receive.

Medicare reimburses home health agencies their costs for the services they
provide, subject to a limit. Each of the six types of services has a separate limit that
is based on 112 percent of the mean cost per visit for all providers. An aggregate
limit is then set for each agency that equals the limit for each type of service multiplied
by the number of visits of each type provided by that agency. Separate limits are set
for rural and urban providers. The cost limits are updated annually using the home
health market basket and adjusting labor costs by the current hospital wage index. As
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you can see, Mr. Chairman, this reimbursement scheme encourages these facilities 1o
increase the number of visits they provide.

Over the past several years, Congress has attempted to rein in spending for home
health care. The cost limits have been reduced from 120 percent to 112 percent of
the mean cost per visit, the annuai increases in the limits were frozen for fiscal years
1994 and 1995, and the administrative and general add-ons for hospital-based
providers were eliminated.

While the Congress could reduce the cost limits per visit from 112 percent of the
mean to a lower limit or continue to freeze or restrain the annual update, these actions
will not address the fundamental! factor driving spending growth, which is the increased
utilization of services.

Similar to the Medicare SNF benefit, home health care was intended originally to
be a post-acute benefit. Congress could change the current nature of the benefit and
return to the policies that were in place prior to the 1980 law. That is, it could place a
limit on the number of visits that a beneficiary could receive. Alternatively, a more
formal managed care system could be developed to accomplish this goal. In 1992,
6.3 percent of all Medicare beneficiaries used home health services. The average
number of visits per person was 54, although half of the beneficiaries used less than
25. On the other hand, aimost 18 percent of the users had more than 100 visits and
10.8 percent of the users had over 150 visits (see Chart 12).

Congress also could return to the prior hospitalization requirement for beneficiaries
to be eligible to receive home health services. Because the use of this benefit is
growing so rapidly, it is difficult to get good data on the number of beneficiaries that
have a hospitalization prior to using home health services. An analysis by ProPAC
using 1990 data indicated that about 40 percent of users did not have a hospital stay
within 30 days. A more recent analysis by HCFA indicated this proportion had
increased to about 70 percent.

A final option that has been previously considered is to institute a copayment.
Unlike hospital, nursing facility, or physician services, the beneficiary does not have
any responsibility to share in the rapidly growing costs of this benefit. If Congress
were to consider this option, there would be other questions to address. These
include determining the amount of the copayment and whether it would apply from the
first visit or after a certain number of visits.

The average reimbursement per home health visit in 1994 is estimated to be about
$63. A copayment of 10 percent from the first day for 100 visits would total $630.
This amount is less than the deductible for an inpatient hospital stay in 1994. If
Congress decides not to require a prior hospital stay, an alternative would be to
require a copayment only for users who did not have a prior stay.

MEDICARE MANAGED CARE

As | have described, much of the growth in Medicare spending is due to increases
in service use inherent in Medicare's fee-for-service policies. While some of the
growth can be siowed by tightening up on current policies, other approaches are
necessary in the long term. Increasingly, private sector payers are turning to
managed care as a way of controlling their rising health care expenditures. Managed
care plans rely on a limited number of providers and capitated payment rates to
manage both the price and volume of services.

Medicare offers beneficiaries the option of enrolling in a risk-based managed care
plan that is similar to private sector managed care. Overall enroliment in these plans
has risen slightly since the late 1980s, from 3 percent of the Medicare population in
1988 to almost 5 percent in 1994 (see Chart 13). While these figures lag behind the
19 percent enroliment rate in the general population, in several states, such as
California and Arizona, almost 25 percent of Medicare beneficiaries are enrolled in risk
plans. At the other end of the spectrum, states such as Alabama and Mississippi
have virtually no Medicare managed care.

The Medicare risk program has the potential to reduce Medicare spending. Under
its risk program, Medicare pays plans 95 percent of fee-for-service payments in a local
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area. In addition, volume is controlled because Medicare pays a fixed amount for
each enrollee, regardless of the number or type of services delivered.

Under current law, however, Medicare may be paying too much for its managed
care program. Studies of the risk contracting program to date indicate that Medicare
savings have not been realized. The reasons are complicated, but relate to the
methodology used by Medicare to pay managed care plans (including the absence ot
an adequate way to measure risk and set appropriate levels for the capitated rates)
and the ability of plans to enroll healthier individuals. In addition, the requirement that
all Medicare beneficiaries be allowed to disenroll from a plan with 30 days notice
opens the possibility that enroilees will stay in a plan until they get really sick and then
switch to the fee-for-service system to obtain maximum flexibility to choose their
providers. This legal mandate also impairs the continuity of care offered by a plan.
ProPAC is currently analyzing a number of these issues, including the Medicare
payment formula and its relationship to private sector payment levels,

Managed care represents a fundamental change in the way Medicare services are
delivered and paid. Currently, beneficiaries have a large choice of providers who are
paid on a fee-for-service basis. While managed care controls volume-related
spending increases, it also limits beneficiary choice as to the number of participating
providers. Increasingly, however, beneficiaries are choosing this option and the
satisfaction rate among those who choose managed care is very high. Other policy
changes are needed to enhance the attractiveness of this program. The Commission
believes that enhancing the opportunity for Medicare beneficiaries to select managed
care and improving its payment methods has the potential to siow Medicare spending
growth and to improve the quality of care for beneficiaries.

CONCLUSIONS

Mr. Chairman, today | have suggested a number of areas that the Congress could
consider for reducing Medicare spending growth in the short term. These approaches
parallel past practices of modifying the payment leve! for specific services furnished by
specific providers. | must caution, however, that the Medicare program may be
nearing the limits of its ability to slow spending increases using these methods. Over
time new strategies are necessary to control increases in the volume of services that
are characteristic of fee-for-service payment systems. Managed care may be one
option. The challenge is to make short-term adjustments that wilt set the stage for
these long-term goals and strategies.

The Commission would be pleased to work with you and your staff as you struggle
with both short and long-term options for controlling the growth in Medicare spending.
This completes my testimony, Mr. Chairman. | would be pleased to answer any
questions you and the members of the Subcommittee have.
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Chart1. Real Change in Medicare Expenditures Per Enrollee
and Private Health Insurance Per Member, 1979-1993
(In Percent)
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SOURCE: ProPAC analysis of data from the Health Care Financing Administration, Office of the Actuary.

Chart 2. Medicare Benefit Payments, by Sector, 1991 and 1993
(In Millions)

Annual

1993 Percent

1991 Share of Change

Sector Expenditures Expenditures Total 1991-1993

Total Medicare benefits $120,497 $151,101 100.0% 11.8%
Hospital inpatient 65,123 79,012 52.3 10.1
Hospital outpatient 8,342 10,897 7.2 14.3
Physician 31,380 34,817 23.0 5.3
Home health 5,695 10,862 7.2 38.1
Nursing home 2,859 6.124 4.1 46.4
Other 7,096 9,388 6.2 15.0

SOURCE: ProPAC analysis of data from the Health Care Financing Administration, Office of the Acluary.
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Chart3. Annual Increase in Actual Market Basket and PPS
Payments and Costs Per Case, First Nine Years of PPS
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SOURCE: PraPAC analysis of Medicare Cost Report data trom the Heatth Care Financing Administration.

Chart4. PPS Margins for All Hospitals, First Ten Years of PPS
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* Preliminary data based on non-reprasentalive subset of ail hospitais.
SOURCE: ProPAC analysis ot Medicare Cost Report data trom the Health Care Financing Administration.
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Chart5. Annual Change in Hospital Cost Per Adjusted
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SOURCE: American Hospital A iation National Hospital Panel Survey.
Chart 6. Distribution of PPS Hospltals, Discharges, and Pay ts by Hospltal Group, FY 1994
Number of Percent of Porcent of Payments (In Bilions)
Hospital Group Hospitala Discharges Payments Total IME DSH
Al hospitals 5.251 100% 100% $66.0 $3.8 $3.4
Urban 2,932 80 a7 57.5 a7 32
Rural 2319 20 13 8.5 0.0 02
Large urban 1,609 45 53 38.2 28 2.1
Other urban 1323 35 34 223 0.8 1.1
Rural referral 245 7 5 a4 0.0 0.1
Sole community 578 3 2 1.4 0.0 0.0
Other rumml 1,497 10 [ a7 0.0 0.0
Major waching 229 10 17 1.2 24 11
Other teaching 801 32 34 28 14 1.9
Non-teaching 4221 59 a3 32 0.0 11
DSH large urban 727 21 28 186 20 EX
DSH other urban 621 19 19 128 0.7 1.1
OSH rural 458 B 4 2.4 0.0 0.2
Non-DSH 3,445 55 49 322 1.1 0.0
IME and DSH 609 24 22 211 2.7 22
IME only 421 18 19 129 1.1 0.0
DSH only 1197 2 19 127 0.0 1.1
No IME or DSH 3,024 a7 29 19.4 0.0 0.0
New England 225 6 6 a1 0.4 0.1
Middle Atiantic 533 1”7 20 132 12 0.8
South Atlantic 749 17 18 10.6 04 0.6
East North Central 804 18 17 113 0.8 0.4
Enst South Central 458 8 7 a4 0.1 0.3
Wast North Central 742 ] 7 a8 03 0.1
Wost South Central 740 10 9 6.1 0.2 0.4
Mountin 348 4 4 27 0.1 0.1
Pacific 646 11 13 8.8 0.3 0.6
Voluntary 3,006 74 76 50.0 3.0 22
Propretary 751 12 1" 71 0.1 0.3
Urban govemment 434 8 10 8.4 07 07
Rural govemment 1,024 6 4 24 0.0 01

SOURCE: ProPAC estimates based on ProPAC PPS payment model and fiscal year 1992 MedPAR fle from data from the

Health Care Financing Administration.
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Chart 7. PPS Operating Margins and Total Hospital Margins, by
Hospital Group, 1992 (In Percent)

Percent w/ Percent w/
PPS Negative Total Negative

Hospital Group Margin Margin Margin Margin
All hospitals -2.3% 59.4% 4.3% 25.7%
Urban 2.2 61.6 4.1 28.2
Rural -3.0 56.7 5.0 237
Large urban -13 59.3 35 25.9
Other urban -3.6 64.3 5.2 21.1
Rural referral -0.1 49.2 6.3 12.0
Sole community -1.1 49.7 5.0 28.0
Other rural -5.6 60.8 4.2 30.6
Major teaching 8.6 244 3.0 255
Other teaching 2.4 59.9 4.3 23.2
Non-teaching -6.0 61.2 4.8 26.2
Disproportionate share:

Large urban 4.2 45.5 2.8 30.8

Other urban -1.4 58.2 5.3 17.9

Rural -1.2 47.5 6.8 20.1
Non-disproportionate share -7.0 64.7 4.6 271
Payment adjustments:

IME and DSH 4.5 418 3.5 26.0

IME only -5.1 €8.6 4.6 19.8

DSH only -3.1 54.6 4.9 22.2

No IME or DSH -8.3 64.1 4.7 28.0
Voluntary -2.5 60.8 4.0 241
Proprietary -2.1 54.6 5.7 276
Urban government 0.9 57.4 4.5 25.7
Rural government -5.4 58.7 5.1 30.6

Note: Data for hospital cost reporting periods beginning during Federal fiscal year 1992. Excludes
hospitals in Maryland and othet hospitals with waivers from PPS. IME = indirect medical education.
DSH = disproportionate share.

SOURCE: ProPAC analysis of Medicare Cost Report dala from the Health Care Financing Administration.

Chart 8. Medicare Indirect Medical Education (IME)
and Disproportionate Share (DSH) Payments,
1989-1994 (In Billions)

IME Payments DSH Payments

Percent of Percent of
Fiscal Amount Total PPS Amount Total PPS
Year (In Billions) Payments (tn Billions) Payments
1988 $2.2 4.8% $11 2.4%
1990 25 53 1.6 33
1991 2.9 55 2.2 4.1
1992 3.1 57 2.2 4.0
1993 3.7 5.6 27 41
1994 38 5.7 34 5.1
SOURCE: Prospective Payment Commission, Medicare and the

Health Care System Report lo the Congress, June 1989, 1990, 1991, 1992,
1993, and 1994.
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Chart 9. Medicare Skilled Nursing Facility Utilization,

1980-1994
Persons Served Days
Per Per
Number 1,000 Number Person

Year (In Thousands)  Enrollees (In Thousands) Served
1980 257 9 8,645 33.6
1981 251 9 8,518 339
1982 252 9 8,814 35.0
1983 265 9 9,314 35.1
1984 299 10 9,640 322
1985 314 10 8,927 284
1986 304 10 8,160 26.8
1987 293 9 7,445 25.4
1988 384 12 10,667 278
1989 636 19 27,780 43.7
1990 638 19 25,200 39.5
1991 671 20 23,700 353
1992 785 22 28,960 36.9
1993 870 24 34,437 39.6
1994* 925 25 36,865 39.9

* Estimated
SOURCE: Health Care Financing Administration, Office of the Acluary.

Chart 10. Skilled Nursing Facility Reimbursement Per

Day

Annual Rate
Year Reimbursement of Increase
1980 $47.5 -
1982 55.8 8.4%
1984 58.2 2.1
1986 70.9 10.4
1988 86.7 10.6
1990 98.4 6.5
1992 148.1 227
1994* 207.3 18.3

* Projected
SQURCE: Health Care Financing Administration, Otftice of the Actuary.
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Chart 11. Medicare Home Health Care Utilization,

1980-1994
Persons Served Visits
Per Per
Number 1,000 Number Person

Year (In Thousands)  Enrollees (In Thousands) Served
1980 726 26 16,322 22,5
1981 948 34 22,688 239
1982 1,154 40 30,628 28.5
1983 1,318 45 36,898 28.0
1984 1,498 50 40,422 27.0
1985 1,549 51 39,449 25.5
1986 1,571 51 38,000 242
1987 1,544 49 35,591 23.1
1988 1,582 49 37.132 235
1989 1,685 51 46,199 27.4
1990 1,940 58 69,565 359
1991 2,223 65 100,044 45.0
1992 2,623 72 134,844 534
1993 2,800 a1 173,953 60.0
1994 3,220 88 209,149 65.0

* Estimated
SQURCE: Health Care Financing Administration, Office of the Actuary.

Chart 12. Distribution of Visits Across All Home Health
Users, 1992 (In Percent)

Number of Visits Percent of Users
1-20 45.2%
21-40 19.2
41-60 89
61-80 46
81-100 4.4
101-125 4.1
126-150 2.8
151-175 22
176-200 23
Over 200 6.3

SQURCE: Health Care Financing Administration, Office ot Research and Davelopment.
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Chart 13. Medicare Beneficiaries Enrolled in Managed Care
Risk Contracting Programs, 1988-1994 (In Percent)
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Percent

1988 1989 1990 1991 1992 1993

Year
SOURCE: Health Care F ing Administration, Office of Managed Care.
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Chairman THOMAS. Thank both of you very much. And, obwvi-
ously, we have gone far beyond the usual 5-minute rule. But the
points that you gentlemen have made after many years of examin-
ing the system in terms of alternatives, I believe are extremely im-
portant i enlightening and laying the groundwork for the addi-
tional panel members who will be held to the 5-minute rule and
the members.

According to my notes, the first member to inquire will be Mr.
Ensign.

Mr. ENsIGN. Thank you, Mr. Chairman.

Maybe both of you can address this a little further.

Volume increase seems to be the primary problem, as both of you
clearly pointed out. Mr. Altman, you gave a couple reasons in the
home health care and skilled nursing care, but maybe you can go
further into some of the other underlying reasons why we are see-
ing such a tremendous increase in the volume. You mentioned it
wasn’t necessarily the increase in the age of the population, but
whiat are some other reasons for this increase in the volume?

Mr. ALTMAN. We have had some subtle and some not-so-subtle
changes in coverage rules over the last several years, partly gen-
erated by court decisions that required the Medicare program to
liberalize their definition of who qualifies for home care, as well as
freeing up the ability to go into a skilled nursing facility and stay
there. I would think that, as much as anything, has led to the
growth in the home care and skilled nursing care.

And, as I said, it was generated by the courts that said, basically,
Medicare could not put in the restrictions that it had previousf;'
had. And so it sort of opened up the floodgates to the ability of indi-
viduals who—I am not saying they don’t need it. The question is
whether the need was as strong or is as strong as it might be,
given the fact that this is an expensive service.

Chairman THoMAsS. Dr. Eisenberg, could you address the rest of
the system as well, some of the growth in volume?

Dr. EISENBERG. As we have looked at this, we have described
seven different reasons for the volume increasing. One of them—
two of them I have mentioned. One is the increase in the number
of beneficiaries, 1.5 to 2 percent per year; the second is the increas-
ing in the aging of the population. That is about 1 percent. The
su%stantial part of the increase we believe has to do with the serv-
ices that result from incentives in the fee-for-service payment sys-
tem,

The third factor is the way in which the payment system is still
constructed. Even though we are moving away from it, it is a sys-
tem which pays more relatively for providing procedural services
than for not providing those services. And so there is an incentive
for physicians to provide those services just because of the way in
which the rewards are set up in the fee-for-service system.

The fourth reason, which 1s related to that, is that physicians are
able to increase the demand for their services—it is called induced
demand—if they believe that more services might be justified or
even if they are questionable. And in an unconstrained fee-for-
service world, that has been a factor that has led to increases.

Technology is another. Technology cuts both ways, interestingly.
We believe that one of the reasons why the rate of increase re-
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cently has been slowed is because of technological changes that
have occurred in prostate surgery and cataract surgery, which have
led during the past few years to a decrease in expenditures.

So technology can cut both ways, but usually it is a driver for
increased volume. And a careful look at that technology and the
way in which it is disseminated and the way in which it is used
we believe could address that factor—for example, guidelines on
appropriateness or outcomes research.

Another factor has to do with consumer cost sharing. At present,
most Medicare beneficiaries have some kind of a Medigap policy
and pay very little out of pocket. We are concerned about striking
the right balance between not having beneficiaries liable for large
expenditures that would bankrupt them, but on the other hand,
having some fiscal responsibility on the part of the recipient.

Mr. ENSIGN. We have heard a lot about Medisave accounts in the
context of the Medicare population. Do you see any way that the
Medisave accounts can be incorporated into the Medicare popu-
lation so there is incentive for them to shop?

Dr. EISENBERG. I think that the concept of the MSA, which en-
ables the individual to put aside a certain amount of money so that
the discretionary expenses which 1 am alluding to could come out
of their own pocket, would probably be beneficial in that it would
give them a deeper pocket effectively to pay for those expenditures,
so long as there is some—we want to eliminate the possibility of
catastrophic expenses or large expenses for those individuals.

It would take some time to build up an MSA that would be capa-
ble for paying for one hospitalization or one large procedure, so 1
think we would need to look with you at what the size of that MSA
would be and what the risk ought to be, what the power ought to
be, where the individual is protected against larger expenditures.
I think it would be helpful.

Mr, ENsSIGN. Thank you, Mr. Chairman.

Dr. EISENBERG. The last factor is the overcapacity of the system.

Mr. ENsSIGN. Thank you, Mr. Chairman.

Chairman THOMAS. Thank you.

Mr. Stark will inquire.

Mr. STARK. Thank you, Mr. Chairman.

I would like to thank the witnesses. I just wanted to talk a little
bit here about the numbers and the growth, just to make sure that
we are all reading from the same page.

I'd like to ask Dr. Eisenberg and Dr. Altman both, it is my un-
derstanding that in the period from 1984 to 1993, as a comparison
of private health insurance versus Medicare per enrollee, the an-
nual rates of growth were lower for Medicare to hospitals, 6.1 to
7.1.

Do you agree with that Dr. Altman?

Mr. ALTMAN. If you go from the full period from——

Mr. STARK. 1984 to 1993, the annual rates of growth.

Mr. ALTMAN. I think if you added all them in, those three periods
we have in chart 1.

Mr. STARK. I am just quoting from Bruce Lattig’s stuff here from
Health and Human Services on the annual rates of growth for pri-
vate health insurance versus Medicare per enrollee.

Mr. ALTMAN. Is that for all services? I don’t have——
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Mr. STARK. Let me say that again. It is for hospital.

Mr. ALTMAN. Yes. I don’t think there is any question that on the
hospital side, the growth rate for Medicare—over that whole period
has been less.

Mr. STARK. Thank you, and the same thing is true for physician
reimbursement, Dr. Eisenberg. I have 7.9 percent for Medicare ver-
sus 11.2 percent for private.

Does that ring correct with you?

Dr. EISENBERG. 11.2 percent in which period?

Mr. STARK. 1984 to 1993, the last 10-year period for which we
have numbers, that the private health insurance versus Medicare
per enrollee, that the growth in expenditures was 7.9 percent for
Medicare and 11.2 percent for private insurance.

Does that comport with your figures?

Dr. EISENBERG. It sounds right. I don’t have the data in front of
me.

Mr. STARK. What I am trying to do here is just reclaim a little
of Medicare’s rightful credit for being what I will call the most effi-
cient health reimbursement system in the United States today.

I want to take it a piece at a time. There are some flaws, no
question, but it is my understanding that the recent unusual
growth that we have had in the last 2 years has been largely on
the side of home health care in skilled nursing facility services, not
in physician-hospital reimbursement.

Would both of you agree with that premise?

Dr. EISENBERG. Yes.

Mr. ALTMAN. That is true.

Mr. STARK. So what I guess I am saying is that we have, largely
with the help of the organizations that you two gentlemen rep-
resent, over the last 10 or 12 years, done a pretty credible job of
hold]ing down the reimbursement growth for physicians and hos-
pitals.

There has been a lot of disagreement as to whether we are pay-
ing rural hospitals enough or teaching hospitals enough or sur-
geons more than primary care, and we have debated that in this
committee for—long and loudly.

But I do not know of an insurance or payment scheme in the
Ii‘nitectl? States that has a lower overhead than Medicare. Do either
of you?

Mr. ALTMAN. Not that I have seen.

Mr. StarkK. Dr. Eisenberg.

Dr. EISENBERG. No.

Mr. STARK. All right. Now, you may know this or not, but I
would further say that there is no health insurance operation that
has a lower rate of employees to beneficiaries.

We have around 4,500 bureaucrats, somewhat less, in HCFA and
Medicare and in Baltimore working on Medicare, and we have 35
million beneficiaries, and I do not inow of a private operation, be
it Kaiser Permanente or anybody, that has a lower ratio of admin-
istrative personnel to beneficiaries.

Do either of you know of any?

Dr. EISENBERG. No.

Mr. ALTMAN. Well—

Mr. STARK. Even Georgetown, Dr. Eisenberg?
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Mr. ALTMAN. I think it is only fair that in doing that calculation,
we should include the amount of money we spend for the
intermediaries and stuff, and so we would have to look at it.

I just don’t know what——

Mr. STARK. That includes the intermediary fees.

Mr. ALTMAN. Does it?

Mr. STARK. Yes, but not the overhead, but not in the personnel.
You are right. We do contract out.

Mr. ALTMAN. I just—we need to do this fairly, and I just don’t
know. I haven’t looked at the numbers.

Mr. STARK. The only other question that I would raise in what-
ever limited time, and this would go to Dr. Eisenberg, is that we
did, after a long debate, a lot of hard work and soul searching here,
revise the manner in which we paid physicians, and it was a Re-
publican administration that proposed the payment structure. It
was proposed by some doctors’ groups and opposed by others. It has
been adjusted once I think in major legislation since we put it in,
and it is working marginally, but it is working. It is running. It
starts on a cold morning.

Many health insurance—private health insurance companies are
copying it. In California, Blue Cross uses it with a resource-based
relative value system. Do you think that we should be very cau-
tious in amending or changing any contract with the physician
community lest we lose our credibility in being able to work with
them and end up like the baseball players and owners? And I ask
that as your personal opinion as a physician.

Chairman THoOMAS. In a word, Doctor.

Dr. EISENBERG. In a word. Medicare led the way in changing
physician payment and did so in a fashion which I think was fun-
damental and very, very important and very salutary in improving
physician payment and it is being picked up by the private sector.

The question today is not, I think, whether the RBRVS needs to
be overhauled. I didn’t hear very many people talking about doing
that, but rather how we deal with the conversion factor and the
rate of increase in volume so that Medicare, which led the way for
the past 5 years, can now benefit from what is happening in the
private sector to enjoy continued savings.

Mr. STARK. Thank you.

Thank you, Mr. Chairman.

Chairman THoMAS. Thank you.

Mr. Christensen will inquire.

Mr. CHRISTENSEN. Thank you, Mr. Chairman,

Mr. Altman, would you agree that Congress’ attempt in 1993 to
contain hospital costs by limiting payment increases to two points
above the market basket may not Eave impinged much on hospital
margins at all because the actual rates in hospitals did not achieve
the rates the market basket model predicted?

Mr. ALTMAN. It was 2 percent below market basket. What hap-
pened prior to this year is that Medicare has put very tight limits
on what it pays hospitals.

Hospitals’ costs have been able to continue to grow at their PPS
rates because they were able to shift onto private patients higher
and higher extra payments so the hospitals didn’t feel the pressure
from the Medicare payments and Medicare didn’t feel it.
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It was kind of the best of all worlds for the government. It could
establish lower and lower rates and nobody felt it, except, of course,
the private payers, but beginning in 1992, 1993, and particularly
1994 and 1995, the private payers are no longer paying these high-
er rates and so that is why we are seeing the reduction in hospital
costs for the first time.

Mr. CHRISTENSEN. If the current hospital inflation rate remains
what it has been, what effect do you see by limiting the hospital
payment increase to minus 2 percent of the market? What will we
have in the future?

Mr. ALT™AN. If the hospital cost structure continues on its cur-
rent path, which is 1994, 1995, then the minus 2 percent will not
be as serious a problem. If it would have jumped back up to what
has existed prior to 1992, then hospitals are going to have one seri-
ous problem.

Mr. CHRISTENSEN. You stated earlier in your testimony that
there is a problem with the market basket index.

Mr. ALTMAN. Yes.

Mr. CHRISTENSEN. In terms of predicting the future prices for
goods and services that hospitals purchase, do you have any sug-
gestions on how we can make them more accurate?

Mr. ALTMAN. We have been shocked is probably too weak a word
by the gap that has—we just did a study last month and looked
at what was forecasted for the market basket next year and what
actually the market basket was and that gap has gotten very wide.

As an economist, I am sort of a little chagrined that my fellow
economists have done such a poor job in terms of anticipating what
has been going on in inflation. But now I can see why the bond
market and the derivatives got into so much trouble.

So our recommendation 1s we should not—we don’t need to be
quite so futuristic and we should be adjusting, once we realize
what the true market basket is. As it has turned out, the program
has overpaid hospitals in the last couple of years because it used
a market basket that was significantly higher than what true infla-
tion was.

But to be fair to hospitals, though, the whole procedure that the
Congress uses by having that minus 2 percent below the market
basket on average probably worked out OK. In other words, we sort
of had countervailing mistakes.

So when you look at what the hospitals actually received from
Medicare and what it turned out to be, it is very close to what their
true cost increases were. But I will tell you, it is a very dangerous
way to sort of have countervailing mistakes. I would rather see us
adjust after we realize what the true numbers were.

r. CHRISTENSEN. During the ranking minority member’s com-
ments, I heard him laying the foundation for his belief that big
government knows best how to run Medicare and should be allowed
to take over everyone’s health care.

It is not your philosophy that government knows better how to
run the health care system better than the private sector, is it?

Mr. ALTMAN. No.

Mr. CHRISTENSEN. I didn’t think so.

Mr. ALTMAN. I think the balance is—you know, it is that tricky
balance here, but for the most part—to be fair to everybody here,
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there have been times when Medicare, as Dr. Eisenberg has point-
ed out, where Medicare has been ahead of the game and the pri-
vate sector borrowed from government. But the government has
gotten behind the curve ans it is way behind the curve in some
very major areas.

Mr. CHRISTENSEN. We have to be reminded that the American
people resoundingly rejected the big government philosephy on
health care last year, and I would remind the ranking minority
member that big government doesn’t know best when it comes to
health care in America.

Chairman THOMAS. Thank you.

Mr. Lewis will inquire.

Mr. LEwis. Thank you very much, Mr, Chairman.

Let me thank members of this panel for being here this morning.

Dr. Altman, if Congress adopts the recommendation to cut IME
and some other requirements, what would that mean in terms of
caring for the uninsured? Would that simply put more of the costs
on the back of local government? If it does, then are we saving any
money overall or simply transferring the cost?

Mr. ALTMAN. Mr. Lewis, we at ProPAC have been very concerned
about both the preservation of teaching hospitals in %is country
and in making sure that there is adequate money for the uninsured
and others in urban and rural areas.

The question becomes whether the teaching hospitals, like every
other sector, can reduce its costs, not cut care. I have lived in Bos-
ton for a long time. You know that Boston is the citadel of—let’s
say a major—a number of major teaching hospitals in this country,
and for a long time there was absolutely no give on their parts in
terms of recognition that they needed to cut their costs.

We are seeing some extraordinary things happen in Boston,
mer{ng of teaching hospitals, affiliation ai:(reements, cutbacks. So,

ou know, to be honest with you, I don’t know where those num-

ers are going to come out. But I tell you, I think we can antici-
pate, if we are tighter with that teaching adjustment, that we can
do it without affecting negatively quality and access. I think we
ought to monitor it very carefully.

I don’t think we ought to be blind to this, but I don’t think we
should just establish what used to be. We were paying those hos-
pitals too much. So that is why we recommended reducing it in
stages and watching to make sure that we don’t do harm, because
we share your concerns. We really do. I do.

Mr. LEwis. Dr. Eisenberg and Dr. Altman, can you address pay-
ments by private managed care companies and how those pay-
ments relate to Medicare payments? In other words, is Medicare
payin% as well, worse than, or equal to managed care in the private
sector?

Dr. EISENBERG. It is a—from a physician payment perspective, it
is a moving target. The data that we have analyzed in the past
suggests that Medicare pays somewhat less than most of the man-
agel care programs who use the resource-based relative value
scale.

That is to say, their conversion factor is higher than that of
Medicare’s, but 1t is changing. They are becoming much more com-
petitive and the negotiations between the providers and the man-
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aged care companies are leading to those conversion factors drop-
ping further.

So I—as I said earlier, I think at the beginning, Medicare was
ahead and now the private sector is catching up and in many cases
moving further ahead than the Medicare plan.

The other issue with managed care programs is that this com-
parison can only be made for those managed care programs who
continue to pay physicians fee-for-service. You can’t really draw
that same comparison when the managed care plan capitates the
physician group, in which case it is really a different way of paying
and can’t be compared very easily.

Mr. ALTMAN. With respect to hospitals, I ean tell you what we
know and then I can tell you anecdotally what we think because
our data which runs through 1992, 1993, suggests that the private
sector is still paying significantly more than Medicare.

I know situations where Medicare is actually paying certain in-
stitutions more than the private sector, particularly rural hospitals,
disproportionate share hospitals and teaching hospitals. Not in all
cases, not in all areas, but there are examples where Medicare has
become the better payer.

Mr. LEwis. This is not necessarily related to the issue that we
are considering today, but I would like to hear the two of you re-
spond. Wouldn't you agree that the debate, the discussion that we
had last year on the whole question of health care reform was a
necessary debate and it did move the private sector on toward
health care reform?

Dr. EiSENBERG. Well, I think first it was a very fruitful debate
because it did lay out a number of the options, which we are still
considering today, and in that way, was really quite constructive,
and yes, it did move the private sector.

I think it was in many ways a wake up call to the private sector,
both providers and the purchasers of care, that they needed to look
more carefully, both at the prices and at the volume of services
that they were dealing with.

Mr. ALTMAN. I am a long-term-trend guy and I think most of
what you are seeing today was started a long time ago. I am not—
}I) don’t really know how much of it was a result of last year’s de-

ate.

I would like to think it was a positive. I have been watching the
private sector for a long time, and I was surprised how long it took.
I kept waiting for these numbers to come down because I have
been part of this managed care environment in certain ways for a
long time.

So I don’t think there is anything that happened in 1994 and
1995 that was totally unique. How much of it was kick started or
expanded, I don’t know, but we are dealing with long-term trends
}.hit sll(:arted in the seventies and more importantly in the eighties,

think.

Mr. LEwis. Thank you.

Thank you, Mr. Chairman.

Chairman THOMAS. Thank you, Mr. Lewis.

Mr. Houghton will inquire.

Mr. HouGHTON. Thank you, Mr. Chairman.
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Gentlemen, thank you very much for being here. I have got two
categories of questions. The first is specific, three specific ques-
tions, and if it is too difficult to answer them now, maybe you could
just send us some answers in writing.

The first is the Physician Payment Review Commission. If I un-
derstand it, originally there was sort of—it was sort of one stand-
ard which was suggested. Now you have two or three standards.
Are there distortions because you have multiple standards rather
than just the single one you had before? Now, that is number one.

Number two, I live in New York State and New York State has
got a couple of problems. First of all, it has been under constraint,
because of a variety of pressures, to keep the hospital costs very
low, and I am afraid those people who did a good job earlier may
be suffering because of new standards which will be put on by the
Federal Government.

And second, in terms of managed care, it is a good idea. As a
matter of fact, one of the heads of the Catholic hospital, a nun, had
suggested we do away with fee-for-service. That would be the
greatest thing that could happen to them. But if we are going to
move on the managed care route, it is very difficult in the rural
areas.

So those are three specific questions, and any way you can help
me on that, fine. And if the answers are too long, because I do have
a more general question, then you can send some—send them in
writing.

Dr. EISENBERG. I will try to be brief. On the three standards, yes,
it 1s a distortion, and PPRC believes that it undermines the basic
premise of the resource-based relative value scale, and we have al-
ways suggested that there be a single standard. And we can pro-
vide you with more information on that.

One of the difficulties with areas like upstate New York with re-
gard to managed care is, number one, that you did have a lower
rate of increase in many parts of New York—upper New York
State, and that has made the AAPCC or the calculated amount
that the Medicare plan will pay the managed care organizations
lower, a serious disincentive for managed care programs to move
into areas that had a historically successful limited rate of increase
in their expenditures.

And finally, with regard to rural areas, we are concerned about
the availability of managed care in rural areas and are thinking
through some ideas about ways in which we can make it more ac-
cessible and would like to pursue that with you further.

Mr. HougHTON. All right.

Mr. Altman.

Mr. ALTMAN. On the hospital side, New York—I am an ex-New
Yorker and I spend a lot of time looking at New York. New York
is unique.

Mr. HouGHTON. I think your accent says that.

Mr. ALTMAN. Only you could pick that up. I try. Anyway, New
York has been able to keep the price per visit or admission down,
but the length of stay in New York is the highest in the United
States. Admission rates to hospitals per 1,000 i1s the highest in the
United States. The number of beds per person is the highest in the
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United States. New York needs a capacity shrinkage and it is be-
ginning to go through it.

I think managed care is going to have a field day in New York.
And it is beginning to—you can see it in the city. There is an awful
lot of—I don’t want to say waste, but there is an awful lot of poten-
tial for savings in New York and you are going to see it happen.

So, Medicare—of all of the places in the United States where
Medicare is behind, it is in New York. The difference between New
York and California is phenomenal, and I would be glad to give you
the data that I have on it, but you are going to see New York go
through a very substantial change in the structure of its health
care system over the next 4 or 5 years. I am sure of it.

Mr. HouGHTON. I would like to have you break that down a little
bit because there are many things

Mr. ALTMAN. And obviously there are different parts of New
York.

Mr. HouGHTON. Right, and the question is this. I will shoot it
out. I am almost out of time. Are we moving in the right direction?
How long can we continue to patch up this system? And in the
process, are we really falling behind? I really worry about that.

Dr. EISENBERG. I believe that what we ought to do is to try to
develop a financing system which will provide the incentives to
physicians and hospitals, and in the case of Medicare beneficiaries,
to develop responsible relationships that would move toward their
participation in integrated systems of care, and managed care will
help us to do that.

Some changes in the way in which we pay in Medicare will help
us to do that, but we are not sufficiently or quickly enough moving
in the direction of developing these systems that are integrated. It
is happening in the private sector, but I don’t think that Medicare,
as 11t(,i is currently constructed, helps that to happen as much as it
could.

Mr. ALTMAN. Mr. Houghton, I think the patchwork is not only
Medicare. The patchwork is our health system. We have a gigantic
Ponzi game going on right now where there is all this money being
moved around.

Teaching hospitals are being subsidized because they are not get-
ting adequate money for research, so they are grabbing it from pa-
tient care. For-profits get it from one sector, not-for-profits from an-
other sector.

The problem I see is that if you start dealing with one sector and
you squeeze down on it, the potential for it to balloon up in another
sector has been very real.

Medicare was ahead of its time and then went behind its time.
Medicare needs to become a much better managed care plan, even
within the existing law. It can manage itself better by introducing
some of the kind of changes that the private sector has, without
necessarily putting it outside.

But the fear I have is you have a delivery system which is play-
ing against a set of inconsistent incentives and we need to be care-
ful about that.

Chairman THOMAS. Thank you.

Mr. McDermott will inquire.

Mr. McDERMOTT. Thank you, Mr. Chairman.
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Sometimes—it is good to see both of you. Old friends. Sometimes
I think your answers are a tad polite or maybe tailored to who asks
the questions, so I want to ask a question from another point of
view.

Dr. Eisenberg, I want to really clarify what you said about medi-
cal savings accounts, given the various studies that exist that show
that widespread use of them will undermine the financing of the
health care system because it destroys the idea of risk pool. My
feeling is that medical savings accounts discourage use of preven-
tive medicine or any kind of routine things, and I would like to
hear a little more. It sounded like you thought medical savings ac-
counts might be a good way to go.

Dr. EISENBERG. Well, my comment was in the context of Mr. En-
sign’s question about the degree to which Medicare beneficiaries
pay anything out of pocket when care is received, and whether or
not MSAs, medical savings accounts, or anything like that might
help them to be able to pay those copayments or deductibles, and
I do think that for the elderly, an account, whether you call it an
MSA or a bank account, from which they could pay a copayment
or a deductible would help to add a level of beneficiary participa-
tion in the payment system.

I don’t think that an MSA by itself would be sufficient, but I
don’t think that was the context of his question. It was more how
can we help people to be able to pay a copayment so there is more
participation in the payment by the elderly.

Mr. McDERMOTT. OK, then what you are saying is that wide-
spread use of the medical savings accounts would, in fact, not be
a good idea?

Dr. E1sENBERG. Well, that is a different question, but I would—
first let me just say that PPRC has not studied the MSA proposal,
but I think that what we would suggest is given the Medicare pro-
gram, that an MSA might be an alternative to help the elderly pay
those out-of-pocket expenses, so long as, as I mentioned earlier,
there are adequate controls for catastrophic expenses.

Mr. MCDERMOTT. Thank you.

Dr. Altman, you mentioned in your written testimony about med-
ical schools or it was Dr. Eisenberg who talked about them. I am
not sure everybody on this panel knows, but I checked the Univer-
sity of Washington. Eleven percent of the money for the University
of Washington comes from the State legislature, 39 percent comes
from physicians’ income, and 50 percent comes from Federal grants
of one sort or another.

How much can we reasonably cut into Medicare without doing
significant damage to the medical schools in this country? There is
some suggestion they have been overpaid in the past, but I would
just be interested in hearing you and Dr. Eisenberg talk about
what happens to medical schools if we go in and make the kinds
of cuts that the Contract With America really makes necessary to
balance the budget.

Mr. ALTMAN. Well, as I indicated to Mr. Lewis, I think the issue
really gets down to the ability for medical schools to restructure,
to make significant savings in the way they do business, just like
other hospitals have done and other institutions.
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And we just don’t know to what extent those savings can happen,
but we do know the direction, and therefore, I don’t think—person-
ally I don’t think we need to buy into the idea that what we paid
yesterday is what we have to pay tomorrow.

On the other hand, I am very concerned about medical schools
and what they have traditionally provided us, that we just don’t
wholesale cut them. And so that is why we have tried this middle

ound of not going down 3 percent, as some have suggested, going

own gradually. If you look at our total recommendation, there are
a number of areas where we have recommended an increase to
medical schools.

For example, our better outlier policy recommendation allows
them to get payments when they really do treat sicker people. So
I think medical schools, by their necessity, have been the last of
the hospitals to get into this cost cutting mode, but I think when
they get finished with it, they are going to have a cost structure
that could allow perhaps significant reductions in payments be-
cause they are going to have to survive a private sector which is
being very tough on them. I don’t think the government has been
nearly as tough on medical schools as has been the private sector
which wants much more for their money.

Dr. EISENBERG. There clearly are cross subsidies of one activity
for another in medical schools, and recently medical school faculty
practice plans have been developed accounting for up to half of the
medical school’s revenue because of the fact that that revenue is so
crl'itical to pay for the teaching and research activities of those fac-
ulty.

And certainly as Medicare reimbursement decreases, if the other
sources for gaying for teaching and for research also decrease, then
you are right, the medical schools and their associated hospitals
will have serious problems, and we need to look at that.

I am at least as concerned about what happens to the medical
schools in a more competitive environment wEere those cross sub-
sidies are not available and particularly in a managed care world.
If Medicare does move to more managed care, then we need to look
very carefully at the degree to which those managed care plans
choose to work with teaching hospitals, because frankly, a redue-
tion in Medicare payments of the amounts that you are discussin
aren’t as bad as Fosing all of the Medicare patients to a manage
care plan that decides not to use a more expensive institution or
one which has some of these other costs that it needs to take on.

Mr. McDERMOTT. Thank you, Mr. Chairman.

Chairman THoMAS. Thank you.

Sam Johnson.

Mr. JOHNSON. Thank you, Mr. Chairman,

Dr. Altman, you alluded to the fact that home health care serv-
ices might be bundled perhaps in a managed care type risk con-
tract program.

Can you elaborate on that a little bit, and are there any other
options? That is, can we get the private sector more involved?

Mr. ALTMAN. I think it can—as I indicated, we in my research
capacity had the government create a—what is called a social HMO
model. We had it in California, in Oregon, in New York and Min-
neapolis, and what we did is we gave these private sector systems
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a capitated amount and required them to provide, in addition to
acute care, also home care, and as a result of that, they were able
to manage their home care and skilled nursing care much better
than the Medicare program and fee-for-service could do.

So I definitely see the potential for creating either a fully
capitated system, or a minicapitated system which focuses on home
care and other what are called postacute care services. I don’t
think it ought to be only home care.

There are a lot of tradeoffs between home care and skilled nurs-
ing facilities, rehab centers, and even some outpatient services. So
I see the potential for substantial savings under such a structure,
yes.

Mr. JOHNSON. Well, you know, the way you are describing it, we
are kind of micromanaging it from the government level.

Is tyere some way we could actually contract with the private
sector?

Mr. ALTMAN. Absolutely. Right now we are not managing it at
all. It is a fee-for-service system and there are some very loose safe-
guards built in, but the growth rate suggests there is not a lot of
management going on at all.

Mr. JOHNSON. I thank you, and in the teaching which we were
talking about in the previous question, can you tell me—you know,
you said they would move the money around once they got ahold
of it. How do you keep them from doing that if you more or less
grant them the dollars?

Mr. ALTMAN. I don’t want to do that. I am saying that right now
what is happening is we have a total health care system which
underpays and overpays. We have 40 million Americans with no
health insurance, yet we provided them with 12 billion dollars’
worth of free care last year. Somebody paid that bill.

We have Medicare which pays some hospitals 80 cents on the
dollar and some hospitals 110 cents on the dollar. We have other
Medicaid, some States are paying 60 and 70 cents on the dollar.
Those institutions then go to find money from somebody else. So
there is a lot of money.

Now, in the old days there was a lot of extra money sloshing
around and we didn’t worry about it so much. But in this new envi-
ronment, both on the private side and the public side, there is not
a lot of money sloshing around so therefore I think we are going
to have to focus those gollars a lot better and decide from a public
policy point of view how many teachin§ hospitals do you want, how
many residents do you want to train? So it is not just Medicare.
It is much more, I think.

Mr. JoHNSON. Every now and then I hear even the doctors say
there? are too many lXoct,ors. Have you done any studies on that
issue?

Mr. ALTMAN. Well, that is me talking, you know, in an area—
I think I will let Dr. Eisenberg respond.

Dr. EiISENBERG. Thank you, Stuart.

PPRC has looked at this issue and we believe that there will be,
if there isn’t already, a surplus of physicians and as we move to
managed care, which uses both less physicians and a different mix
of physicians, fewer specialists, then we believe there will be an ex-
cess of over 100,000 physicians within a few years and that most



56

of those physicians will be in the specialties that are currently
overpopulated.

Mr. JOHNSON. Is that fairly evenly divided across the Nation or
is it in specific urban centers?

Dr. EISENBERG. It is mostly in urban centers, although there
seems to be a different distribution of primary care physicians than
there is a distribution of specialized physicians.

Mr. JOHNSON. So wouldn’t that then accrue to a reduction in
teaching hospital dollars as well?

Dr. EISENBERG. It could if we reduced the total number of train-
ees. But the problem is we have approached this by reducing the
dollars per trainee in the past rather than decreasing the total
number of trainees so that the hospital then doesn’t have the
money that it believes is necessary to train each of the individuals
it is responsible for. But we end up with too many hospitals doing
the teaching and too many trainees in those training programs.

Mr. JOHNSON. Thank you, sir.

Thank you, Mr. Chairman.

Chairman THOMAS. Thank you, Mr. Johnson of Texas.

Mrs. Johnson of Connecticut.

Mrs. JOHNSON, Thank you, Mr. Chairman.

Currently HMOs have to meet certain conditions to qualify as a
risk contractor. Do you think the conditions currently required are
appropriate? Are there impediments that limit the number who
participate? Are there impediments Congress should look at to ex-
pand the number of HMOs that could function as risk contractors?

Dr. EISENBERG. Let me start. In our testimony, we suggested
that there were several steps that needed to be taken in order to
improve the ability of managed care programs to accept those risk
contracts, including corrections in the way in which the current
AAPCC is calculated, but perhaps being even bolder and looking at
new ways of setting an appropriate price that Medicare would pay
managed care organizations through, for example, a bidding proc-
ess. We have a series of suggestions to offer to you that we believe
would make Medicare a more attractive option for managed care
organizations.

Mrs. JOHNSON. I will be very interested in talking about the bid-
ding issue with you in greater length at some other time because
I think just in the AAP%TC it is going to be really difficult and for
the same uneven estimates that we currently have.

Mr. ALTMAN. Mrs. Johnson, I go way back in the Medicare, as
well as the general HMO system back in the early seventies, and
I opposed then and continue to oppose many of the restrictions that
are in them.

I think that we have tried to recreate too many restrictions
across the board. For example, the idea that Medicare risk contrac-
tors have to provide more services, there ought to be a way where
the beneficiary might benefit more from a reduction in some price
where a Medicare HMO could decide whether it wanted to have a
benefit increase or a price increase.

Also, I think the program ought to be able to benefit, and some
of these services that we have mandated, I am not so sure they are
all that necessary in every place. I think it might be of some value
in having Medicare HMOs that have different service compositions.
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I am not in favor of one service benefit for everybody. I think we
benefit by choice, and so I have opposed them over the years—I be-
lieve that there are too many restrictions.

Mrs. JOHNSON. Thank you.

That is very helpful and if you could follow up with more on that
subject and if you could help me, Dr. Eisenberg, in how we get a
})i(}iding system in place properly. I think that would be very help-

ul.
f_1[D1]1e to its size, the information is being held in the committee
iles,

I think for us to try to amend the current structure which we
know has weaknesses and we know through an amendment we
can’t address those weaknesses except on a temporary basis is
spinning our wheels. I would like to look at the bidding system and
how we could put bidding in place, and I certainly would like to
free seniors to be able to have the choice between increased bene-
fits and lower price, which they don’t currently have.

I think those two things in a voluntary opportunity for seniors
to participate differently in their own health care choice would
radically alter the circumstances and probably improve both the
quality of services Medicare provides and reduce costs.

Let me just ask, what is your experience with the social HMO
project? Is there anything we can learn from the social HMOs in
redesigning the home health benefit, which we know is one of the
real cost drivers of current increases?

Mr. ALTMAN. Well, as I indicated, I think the thing that we
learned the most from the social HMO is by giving a managed care
plan a broader responsibility with slightly higher payments, in this
case we went up from 95 to 100 percent and we also allowed them
to get extra payments if these people would have been institu-
tionalized, they were able to manage their services better. They
were able to choose between home care and more hospital care, be-
tween home care and skilled nursing care better than a fee-for-
service add-on.

Mrs. JOHNSON. And from that demonstration project, would it be
possible this year to nationalize that system?

Mr. ALTMAN. I think so, and 1 have asked several times for sub-
stantial expansion. Now, the Congress did give the HCFA authority
to expand by three or four new programs. My own view is it should
be expanded much more. It has shown itself to be a valuable addi-
tion.

There are problems with it. It didn’t work perfectly in all areas.
New York had more of a problem than California, but that was as
much related to the AAPCC. So, yes, I do believe that there is po-
tential growth in the managed care world to manage particularly
home care and skilled nursing care much better than a fee-for-
service system.

Mrs. JOHNSON. Let me just correct the record. I didn’t mean na-
tionalize. I meant nationwide.

Mr. ALTMAN. That is what I meant too.

Thank you.

Chairman THOMAS. The gentleman from Washington had a brief
shining moment there where he thought he had you. You caught
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him on the correction. I want to thank both of you for your testi-
mony, especially the specific suggestions that you have made.

Dr. Altman, and Dr. Eisenberg, the discussion with the ranking
member, I think was useful in terms of a look back, that is, in the
period from 1984 to 1993. We did make some changes which gave
Medicare a comparative advantage in the short run.

I think, though, going back to the charts that you showed us, if
we look more recently, we have seen that those items that have
begun to take hold in the private sector have, in fact, begun to out-
pace the ability of Medicare to change and I, like you, am a be-
liever in long-term trends.

I remember it was about 2 years ago that you and I were sitting
here agreeing that we thought these changes were not temporary,
they were long-term, and therefore the folks in the administration
and the last Congress had to completely restructure it because any
downward trends are really blips and that no one is going to tell
us it is not going to go back up again, when clearly I thought we
were locking in place some long-term changes and were beginning
to see it.

I especially liked both of your testimonies indicating that we can
no longer put items on what amounts to automatic pilot, a 5-year
change or a 7-year change because frankly in that 7-year period,
at least the part A trust fund is projected to go bankrupt. And so
it is a 1l-year or a 2-year adjustment of various programs until we
can rethink the whole structure, and a 10-year look back is nice,
but it is just that. It is just nice.

The gentleman from Washington talked about 50 percent of the
Federal dollars funding the University of Washington, which I
firmly believe, although I don’t think it is all on Medicare’s back.
I think NIH funding grants and contracts are involved there as
well, but it gets back to I think a fundamental point, and Dr.
Eisenberg, I want you to respond to it briefly, and that is, although
hospitals still are the 52 percent, the major funding aspect, clearly
the trend is less and less inpatient hospital funds available and
more and more, for example, outpatient.

I think in your testimony you talked about moving medical edu-
cation more toward the ambulatory part of the activities, and
doesn’t it mean then that what we have to do is perhaps not be
alarmed about the funding aspect of hospitals under Medicare if it
continues to shrink, which I believe it will because of long-term
trends, but that it means we have got to rethink the way in which
we fund medical schools, not just the total dollar amounts, but the
direction of the dollar amounts, perhaps providing the students
with more of an opportunity to have an influence over the edu-
cation that they get, a bottom-up approach to funding rather than
the top-down structure that we have.

Any reaction to that?

Dr. EisENBERG. I think that that kind of flexibility would be a
major step forward because it would unleash the medical student
or the resident, and in Medicare’s case, we are really talking about
residents from the site of care, so that education wouldn’t nec-
essarily have to be linked with the hospital or even with the place
where the care is being rendered.
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I think that would be a big step forward and PPRC would like
to work with you to think about ways in which we can do that.

Chairman THOMAS. When I say students, I mean it in the larger
sense of the word. I think I am an ongoing student as well.

The gentleman from Washington have a comment?

Mr. McCDERMOTT. Thank you, Mr. Chairman. I would just like
this one brief question of Dr. Altman.

Would you comment on the feasibility of providing outpatient
services under some kind of PPS or DRGy kind of system as a cost-
saving mechanism that would provide cost savings, but still guar-
antee people the right to choose?

Mr. ALTMAN. Well, first, we have been trying to develop a partial

PPS-type, DRG system for outpatient services. It turned out to be
very hard because you are dealing with hundreds of thousands of
different diagnoses, people moving from one group of providers to
another on different days, you can’t measure it.
. So there are 10,000 reasons why it is a bad idea, but I think in
general it is a good idea that still needs to happen and the way one
needs to do it is to bundle it into a bigger set of categories. You
can’t do it the way you have done the hospital-based DRG. It just
won’'t work, and therefore you need to go to some form of partial
capitation maybe.

You don’t need to capitate total services. You could capitate all
oufpatient services to a group of separate individual entrepreneurs
or not-for-profit firms, but what won’t work to save you a lot of
money is a partial DRG system for outpatients, much as I would
like to see it done, and the staff and the people at HCFA have con-
vinced me it is a very complicated thing and it is likely to fail. So
therefore I would jump over that and go to partial capitation or
complete capitation.

Mr. McDeErRMOTT. Dr. Eisenberg, do you have a comment?

Dr. EISENBERG. We also are enamored of the idea that partial
capitation might be a reasonable way to move as we try to get
Medicare more involved with the managed care options. PPRC has
not looked at the outpatient departments of hospitals though, and
so I can’t really speak to that issue specifically.

We do believe that we ought to move more in the direction of
considering different ways of bundling services though. As an ex-
ample, this committee asked the Commission, Mrs. Johnson specifi-
cally, to look at the issue of trauma care, which is an amalgam of
contributions from a tremendously diverse group of providers and
our conclusion was that paying a global payment or a bundled pay-
ment for trauma care would also be a reasonable way to reconsider
the payment for that service.

So I think the idea of paying bundled or a global payment or try-
ing to move it toward a capitated model makes good sense.

Mr. McDERMOTT. Thank you very much.

Thank you, Mr. Chairman.

Chairman THoMAS. Certainly. Mr. Altman, you talked about the
need for volume control and you indicated the two growth areas,
home health and nursing home, although clearly not approaching
the dollar volume of other areas. The 46.4-percent growth in nurs-
ing home is certainly something to focus on, as well as the 38-
percent growth in home health.
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In terms of some specific examples, I have seen some on home
health in terms of copayment examples. Can you give me any indi-
cation of what the effect might be of a 20-percent coinsurance or
a copayment on the first 20 days of the skilled nursing facility ben-
efit? Would that have an impact on the utilization?

Mr. AuT™AN. I think we have to recognize that most of the Medi-
care beneficiaries have some form of extra insurance, Medigap of
some kind, so I think the impact on the program, the program
would save substantial money.

I think the impact on utilization would be quite limited, and so
I support a—some form of coinsurance just as a general policy for
home care, but I don’t think it is going to have a substantial reduc-
tion in utilization, although I do think it will save the program
money, but I do believe we need to go more toward a managed
care. I think it will work better.

Chairman THOMAS. I thank both of you. We can continue to
make changes inside the program that would save the program
costs, but we really have to focus on reacting to the world as it is,
and the world as it will be so that this program won’t be just a
cost-effective one, but it will be a utilization-effective one as well.

We appreciate very much your testimony.

Mr. ALTMAN. Thank you, Mr. Chairman.

Chairman THOMAS. Thank you. If I could ask the second panel
to come forward. Michael Mangano and William Scanlon. The sub-
committee welcomes both of you to the hearing, Mr. Mangano as
the Health and Human Services Principal Deputy Inspector Gen-
eral. Mr. Scanlon is the Associate Director of the General Account-
ing Office.

We look forward to your testimony. Your written testimony will
be made a part of the record and you may proceed for 5 minutes
however you may see fit and we will begin with Mr. Mangano.

STATEMENT OF MICHAEL F. MANGANO, PRINCIPAL DEPUTY
INSPECTOR GENERAL, U.S. DEPARTMENT OF HEALTH AND
HUMAN SERVICES

Mr. MaNGANO. OK. Thank you very much, Mr. Chairman. It is
always a pleasure to testify before this committee. I would like to
limit my oral remarks to three primary initiatives that we have
launched in the Medicare fraud and abuse area and finish up with
a strategy that might help us in that battle.

We devote a significant amount of time to the Medicare program.
It is very easy to understand why. With a budget this year of $178
billion, there is a lot of money to look after. That is about a fivefold
increase since the eighties. The major initiatives I want to talk
about are home health services, nursing homes, and medical equip-
ment and supplies.

I want to begin with the home health area. As you can see from
the chart over there, the home health care services have really ex-
ploded over the last 4 years. In 1990, we were paying $3.3 billion
in Medicare for home health services, and by 1994 it is up to $12
billion. We anticipate that cost to go up to $16 billion this year and
$22 billion by the turn of the century. The number of beneficiaries
have also increased by about 72 percent since 1990 from 1.9 to 3.3
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million, while the average number of visits per person has in-
creased about 80 percent, from 36 in 1990 to 65 in 1994.

There are a number of factors that play into that. First, the in-
creasing aging of the Medicare population. Second, new technology
that can now be delivered in the home, and third, recent liberaliza-
tions of the home health care benefit.

We are finding several types of fraud and abuse in the home
health care area, including cost report fraud, excessive services, or
services not rendered, use of unlicensed or untrained staff, falsify-
ing plans of care, kickbacks, and physicians actually not signing
plans of care.

Let me briefly describe one example of a recent audit we just
completed down in south Florida. In that example, we found that
75 percent of the claims submitted to Medicare, or 26 million dol-
lars’ worth, did not meet Medicare guidelines. Twenty-one percent
of the visits claimed were not made. Twenty-nine percent of the
persons were not homebound. Twenty-three percent of the physi-
cians denied authorizing the visits and 2 percent of the bene-
ficiaries did not want the services.

Second, let me move on to the nursing home area. The nursing
home benefit for the Medicare program provides for 100 days in a
skilled nursing facility. In 1993 the part A portion of that was $5
billion. But we are beginning to see more and more money moving
into part B, which in 1992 is about $4 billion. Those services under
part B could include things like physician services, laboratory and
radiological services, medical equipment, and supplies. This cost
shifting from part A to part B is very significant. The kinds of
things that we would have anticipated that the nursing homes
would have provided under part A are now beginning to show up
more and more under part B.

There is a great incentive for the nursing home to have items
and services billed under part B because it relieves them of the ex-
pense and the management of those services and beneficiaries may
get additional services. But more importantly, billing under part B
gives providers an outlet to another market in which to make sales.

The patients do not pay a copayment for Medicare part A, but
they do for part B; so when services are shifted to part B, it does
put more of a burden on the beneficiaries.

In 1992, $99 million in patient copays and deductibles were paid
for these services under part B. I wiﬁ give you just one example
of where we are seeing that kind of problem exist. In that same
year, $44 million was billed to part B for things like surgical
dressings and minor medical supplies, things that I think most of
us would agree that a nursing home should be providing as its sta-
ple product.

The third area I want to talk about is the medical equipment and
supplies. We have been spending an inordinate amount of time in
this area because of the widespread fraud and abuse that we are
uncovering. In the last 4 years, we have had 131 successful pros-
ecutions against unscrupulous providers of medical supplies.

When we begin to see a specific spike up in the cost of individual
items, that causes us to stand at attention and take a look at those
particular items. I will give you one example of that. We began to
see a spike up beginning in 1990 in orthotic body jackets. These are
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hard covered body jackets that help a person recover from spinal
injuries or from muscular problems. In 1990, Medicare paid only
$217,000. By 1992, that figure was up to $18 million. We found
that 95 percent of the payments there were inappropriate. In fact,
we were not paying for orthotic jackets. We were paying for seat
c}t:shions and foam covered devices that were keeping people in a
chair.

An emerging problem we are seeing is the marketing of medical
supplies to nursing home patients. You can take a look at that last
chart there that talks about incontinence supplies. These have
more than doubled in the last 3 years. It is up to $230 million de-
spite a drop, let me repeat, a drop in the number of beneficiaries
using these supplies.

I brought a couple of examples. One of the devices is a female
urinary collection device. You can see it here. This device costs
$7.38 to the Medicare program. What we were finding was suppli-
ers were billing that but, in fact, delivering this, a common diaper
that costs 33 cents. Many of these devices were not needed and
clearly Medicare should not have been reimbursing for the diaper
when, in fact, the urinary collection device was billed.

Another device that I will bring to your attention is what is
called an incontinence kit. This is a kit that helps nursing home
staff help clean up a beneficiary who has been soiled. These are not
reimbursable by Medicare. Individually, these kits cost $4. What
we were finding was that the suppliers were taking the individual
items in these %(its apart and billing them separately to Medicare
costing over $20 per kit. When you add that up to 3 kits per day,
90 kits per month, for each beneficiary, that is an inappropriate
billing to Medicare of $1,800 per month. It is these kinds of things
that cause us to question about one-half of the costs related to in-
continence care and over $100 million that Medicare should not be
paying for.

We would like to seek the support of this committee in helping
us continue the fight against fraud. With $178 billion at stake, the
lure of a fast buck is irresistible to criminals and con artists. Yet
at the same time, we are finding ourselves with fewer and fewer
resources to fight this battle. We hope the committee will support
an initiative that would cause the perpetrators of these frauds te
help pay the cost of policing them by establishing a fund at which
we would restore the money to the Medicare fund that was lost by
fraud and abuse and allow some penalties to be paid to help us in-
crease our efforts. This proposal had widespread Eipartisan support
in the last Congress. We hope it will have the same support in this
Congress.

I will be happy to answer any questions.

[The prepared statement and attachments follow:]
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STATEMENT OF MICHAEL F. MANGANO
U.S. DEPARTMENT OF HEALTH AND HUMAN SERVICES

Good morning. My name is Michael F. Mangano, and ! am the Principal Deputy Inspector General,
U.S. Department of Health and Ruman Services. Iam pleased to be here today to discuss issues
relating to the Medicare program.

1 will focus my testimony this moming on major new initiatives by the OIG, where we are developing

dations for cost efficienci H , I will also [ other specific cost saving
recommendauons that the OIG has made which have not been implemented to date. Finally, I will
outline some broader strategies we have established to fight an increasingly complex health care fraud
environment and discuss a mechanism we support (o finance these new initiatives.

OFFICE OF INSPECTOR GENERAL OVERVIEW

Created in 1976, the OIG is statutorily charged with protecting the integrity of departmental
programs, as well as promoting their economy, efficiency, and effectiveness. The OIG meets this
challenge through a comprehensive program of audits, program evaluations, and investigations
designed to improve the management of the Department and to protect its programs and beneficiaries
from fraud, waste, and abuse. Our role is to detect and prevent fraud and abuse and ensure that
beneficiaries receive high quality, necessary services, at appropriate payment levels.

Within the Department, the OIG is an independent organization, reporting 1o the Secretary and
communicating directly with the Congress on significant matters. We carry out our mission through a
field structure of 8 regions and 65 field offices and with a staff of over 1,200 auditors, evaluators,
and investigators.

In Fiscal Year (FY) 1994, we were responsible for 1,169 ful criminal p ions and 1,334
administrative sanctions against individuals or entities that defrauded or abused the Department’s
programs and/or beneficiaries, Last year, the OIG also generated savings, fines, restitutions,
penalties, and receivables of over $8 billion. This represents $80 in savings for each Federal dollar
invested in our office, or $6.4 million in savings per OIG employee.

THE MEDICARE PROGRAM

The Medicare program is administered by the Health Care Financing Administration (HCFA).
Medicare Part A covers hospital and other institutional care for approximately 36 million persons age
65 or older and for certain disabled persons. Fiscal Year (FY) 1995 expenditures for Part A are
estimated at $112 billion. Medicare Part B, which covers most of the costs of medically necessary
physician and other non-institutional services, has estimated FY 1995 expenditures of $66 billion.

HCFA admini the Medi program th h a contractor system. 43 fiscal intermediaries make
payments under Part A and Part B; 34 carners make paymeats under Part B; and four specialty
contractors make pay for medical eq and supplies paid under Part B. These contractors

operate at 62 sites across the country.

Over the years, HCFA has instituted many significant reforms to the Medicare program to control
costs. Payment reforms have included implementation of a prospective payment system (PPS) for
inpatient hospml services and a resource based fee schedule for physnclzn services. Admmxst.ranve
reforms have luded the regional lidation of claims p ng for durable medical equip
h h and lies. Medicare adlmmsu‘auve costs have been low as a proportion of
overall program costs: one percent of Part A claims and 3.5 percent of Part B claims. The
ion of the Medi Ti ion System (MTS) should further streamline claim processing

f\mcnons.

The HCFA also recognizes the importance of protecting the Medicare program from fraud. A senior
official in HCFA, reporting directly to the Administrator, is r ible for dinating the
program’s anti-fraud activities. The HCFA has also recently requl:ed that Medicare contractors
establish fraud units, and we anticipate that these units will increase the number and quality of case
referrals to our office.

Nonetheless, as HCFA and we und d ing the Medi trust fund requires continual
vigilance. Because of the dollars at stake, the program will always attract unscrupulous actors who
attempt to take advantage of loopholes or ﬂout the law altogether in an attempt to enrich themselves at
the exp of the taxpayer and the Medicare b y.
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Based on our investigative work and ongoing reviews of program costs, we have recently begun
major initiatives in several areas where we suspect systematic fraud, waste or abuse: home health,
nursing homes and DME. These OIG-wide initiatives have brought the OIG’s investigators, auditors
and evaluators together as a team, communicating regularly with HCFA officials, to conduct a
wholesale examination of these areas. Let me discuss our concerns and activities in each of these
areas.

MAJOR OIG INITIATIVES
Home Health

Under its Part A services, Medicare pays for home health services. Among the services beneficiaries
may receive under this benefit are: (1) part-time or intermittent skilled nursing care and home health
aide services, (2) physical, speech, and occupational therapy; (3) medical equi and and
(4) medical social services. These services must be provided by a Medlcare cemﬁed home health
agency (HHA).

To receive this benefit, Medicare beneficiaries must be: (1) bomebound; (2) in need of care on an
intermittent basis; and (3) under the care of a physician with a plan of care established and
periodically reviewed by a physman Onee lhue eligibility criteria are met, the beneﬁt is unlimited
as long as the services are idered lly y for the of a beneficiary’s illness.
In addition, beneficiaries are not required to pay any coinsurance or deductibles (except for DME,
which requires a 20 percent copayment).

Increasing Costs

Medicare expenditures for home bealth services have grown dramatically in recent years. In Fiscal
Year 1990 the Medicare program spent $3.3 billion on home health. By 1994, four years later,
Medicare was spending over $12 billion—a 263 percent increase. These costs are expected to reach
$16 billion this year and more than $22 billion by the year 2000, if left uncontrolled—about the same
as the entire discretionary budget authority for the Public Health Service in FY 1995.

During this same period, we've seen increases in both the number of beneficiaries using home health
services and the average number of visits per beneficiary. The number of beneficiaries receiving
home health services has increased 72 percent, from 1.9 million in 1990 to 3.3 million in 1994,
Similarly, the average number of visits per person has increased from 36 in 1990 ¢o 65 in 1994, more
than an 80 percent increase.

Numerous factors have contributed to the rm gmwth in home health. The aging of the Medicare

lation and the develop of compl logies that can be provided in the home are
two such factors. However, a significant program change in 1988 opened the floodgates for increased
expenditures in the home health area. In that year, HCFA issued revised coverage guidelines that
liberalized coverage of the home health benefit. The definition of the “part-time or intermittent”
requirement was liberalized, and a reinterp ion of the "confined in the home" requirement was
expanded to include persons who occasionally leave the home. These changes were largely made to
comply with the settlement of a class action lawsuit, which alleged that Medicare contractors were
improperly denying home health claims.

Oversight of Home Health

The OIG has observed several types of fraud in HHA operations, including cost report fraud,

excessive services or services not rendered, use of unli d or ined staff, falsified plans of
care, and forged physician sig and kickbacks. B. 1990 and 1994, OIG investigations led
o 25 ful criminal p jons of HHAs or their employees and imposed three civil money

penalties. In 1993 and 1994 alone, 39 HHAs or their employees were excluded from participating in
the Medicare or Medicaid

To respond to concerns about rising costs and program integrity, the HCFA has launched the
Medicare Home Health Initiative. The initiative is aimed at assuring the efficient provision of
responsive, high-quality, appropriate home health care. It has established six goals: (1) respond to
beneficiaries” needs; (2) enhance providers™ fexibility in structuring plans of care; (3) easure
provision of high quality care; (4) improve the efficiency of administration and operations; (5)
facilitate appropriate utilization of home health services; and (6) ensure appropriate payments for the
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benefit and enhance efforts to detect fraud and abuse. The HCFA asked that we participate in their
effort.

As part of this ination, we are conducting provider-specific audits; validating claims in specific
regions of the country to determine the nature and extent of inappropriate payments made under
current Medi rules; and conducting studies to explore how physicians and providers respond to

the incentives of the current system, and alternatives to the current program structure and system.
Provider Audits

Through cost reports, HHAS can charge general and administrative costs to the Medicare program.
We often find problems in the overhead costs billed to Medicare. For example, one home health
agency claimed approximately $14 million in unallowable costs during one cost reporting year,
including such expenses as theater tickets, alcoholic beverages, bags of vidalia onions to legislators,
and gourmet popcorn in tins for physicians.

Our provider audits also examine the direct costs claimed by the HHA. In some cases, the results
have been startling. Consider our findings when we audited a home health agency in Miami Lakes,
Florida. Seventy-five percent of the claims submitted by this HHA did not meet Medicare guidelines.
Visits were claimed but not made; visits were made to persons who were not considered homebound;
visits were made when physicians denied that they authorized them; visits were made to beneficiaries
who did not want the service. We estimate that of the $45.4 million claimed by this HHA in 1993,
well over half, $25.9 million, did not meet reimbursement requirements. We have just issued a final
report on these audit results.

Regional Claims Validation

An ongoing audit in Fiorida is based on a review of 200 randomly selected claims. This data will
help us determine if Ihe kmds of problems we found in Miami Lakes are true of Florida in general.
We will provide our findings to the Sub. ittee when they are available. Similar efforts are
planned in other regions where our investigative work, and leads from HCFA, indicate that specific
problems exist.

I tives and All

In othet ongoing work, we are reporting on the physician’s role in home health care. Under the
M the physician must authorize home health services. The HCFA has recently
decided to begm paying physicians for plan oversight. Thus, the extent to which physicians are, or
could be, true "gatekeepers® for the Medi home health benefit warrants our attention and
scrutiny.

Our preliminary fi indicate that physicians g Jly have a relationship with patients for whom
they slgn plans of care, are involved in makmg referrals for home care, nnd revnew the plans of care
they sign. Physicians are most involved with patients with compl bl But they
don’t make home visits, and they don't dn'ealy manage the care the patient recelves from the HHA.

We will also issue a final report shortly which provides information about how non-Medicare payers
structure and manage their home health benefit. We spoke with 15 other payers including State
Maedicaid ies, private i ies, health mai org: i the Department of
Veterans Affairs and the Civilian Health and Medical Program of the Uniformed Services.

We found that the primary difference between Medicare and other payers is not the benefit packages
they offer, but the way they attempt to control home health costs. Other payers are more involved in
ing how their beneficiaries might benefit from home health care, and use case managers to
ensure that beneficiaries are properly selected, care is properly provided, and utilization and progress

monitored. Unlike Medi iaries are and told what the insurer has
paid the HHA on their behalf. Other health plans often set hmlu on the benefit—capping the number
of visits that can be made over a specified period, for example.

We believe that HCFA and the Congress might study the merits of some of these approaches as it
determines how best to control utilization and costs while assuring the appropriate delivery of high
quality care to Medicare beneficiaries.



Nursing Homes

Let me now turn to the issue of nursing homes. Medicare pays for services delivered to beneficiaries
in nursing homes under both Part A and Part B of the program.

First, Medicare covers 100 days of extended care services for qualified beneficiaries in a Medicare
participating skilled nursing facility (SNF). This benefit was designed to reduce the length of stay in
acute care hospitals and transition beaeficiaries to their homes or to custodial care facilities. To
qualify for the benefit the patient must have spent at least 3 consecutive days in a hospital, and
require daily skilled nursing care or skilled rehabilitation services. In 1993, Medicare spent over $5
billion for SNF stays, under Part A of the program.

But Medicare Part B also comes into play, regardless of who pays for the stay in the nursing home
itsetf. In 1992, we estimate that Medicare paid approximately $4 billion for services delivered to
residents of nursing homes and billed to the program under Part B. Services that can be billed under
Part B for such patients include physician services, laboratory services, radiology services,

- and medical equif and 1

The frag ion of Medi pay sources, supp and providers raises concerns about cost-
shifting; inappropriate payments; overutilization of services; and financial burdens on beneficiaries. 1
will discuss each of these in turn.

Cost-Shifting

Cost shifting refers to the practice of billing SNF services that are covered under the Medicare Part A
extended care benefit to Part B of the program.

The HCFA determines the daily rate it will pay for care in a SNF. This rate is calculated to include
muitiple services including room and board, nursing care, rehabilitation services, and other routine
SNF services. SNFs are given flexibility to determine what services they will provide on a routine
basis and bill for under the Medicare Part A cost report. As a result:

* Roughly $57 million in total enteral nutrition charges were allowed in both 1991 and 1992
under Part B when much of those costs should have been billed to Part A. It is clear that
under Part A, patients’ dietary needs should be covered by the SNF daily rate. Enteral
nutrition is a liquid dietary substitute for patients who cannot survive on oral feedings.

. As much as $44 million in 1991 and $55 million in 1992 were charged to Pant B for
rehabilitation therapy. Rather than the SNF providing the ancillary services and charging
them to the Part A program, third party providers billed the therapy as Part B services.

. As much as $44 million in 1992 was paid under Part B for surgical dressings, incontinence
supplies, braces, catheters, and similar items.

Savings could result if these items were purchased by the nursing home, acting as a prudent purchaser
and taking advantage of discounts, rather than being billed to Part B and reimbursed under fee
schedules. We will issue a report shortly on the issue of cost-shifting, and further work on pricing of
products under Part A and Part B will help determine the amount of savings possible by eliminating
separate payment under Part B.

Inappropriate Payments

Durabie medical equipment may only be billed to Part B of the Medicare program if the equipment is
provided in the beneficiary’s resid The law specifies that a SNF cannot be considered a
residence. Payments totalling $8.9 million in 1991 and $10.8 million in 1992 were made incorrectly
for DME in a SNF stay. We have recommended that HCFA correct the system to prevent such

payments, and HCFA has agreed.

Overutilization of Services

No single individual or institution is held responsible by Medi for ing the beneficiary’s care
while in a nursing home and ensuring that only needed services are delivered to the patient. Indeed,
the incentives run in quite the opposite direction. A provider who offers therapy services to residents
of nursing homes gains a market for his or her services; the patieat may well be happy 10 receive
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services of any kind, with any possibility that it might help them medically or socially; and the
pursing home’s own staff is relieved of caring for the patient during the time the provider is
delivering services to the patient.

dad 't

Likewi ppliers may deliver s to nursing homes for beneficiaries, but the nursing
home has little incentive (except for limited storage space) to turn supplies away. I'll talk about this

situation more in a moment.
Financial Burden on Beneficiaries

In 1992, beneficiaries whose stays in SNFs were covered by Medicare paid up to $99 million as their
coinsurance and deductibles for therapy, nutrition, and medical supplies and equipment billed under
Part B. Had each SNF provided these services under Part A, itself or under arrangement, none of the
residents would have been liable for coinsurance or deductibles.

Planned Actions

The HCFA shares our concerns about fragmentation of billing for services delivered to Medicare
beneficiaries in nursing homes and is working on possible solutions. With regard to our work on
payments to Medi beneficiaries during d SNF stays, the HCFA believes that a statutory

"rebundling” pmvnsmn for SNFs, similar to that for hospitals, is needed. Such an approach would
also support work to establish a prospective payment system for beneficiaries in SNFs. We agree
with this direction, but are also working with HCFA on more short term solutions.

Medical Equi and Suppli

We continue to focus on and supp as we have in the past, but in closer
partnership with HCFA and the newly established DME regional carriers (DMERCs). Our
investigative activity continues to disproportionately fall into this category of service. Between 1990
and 1994, our investigations led to 131 successful criminal prosecutions of DME suppliers or their
employees. During the same period, we imposed 38 civil money penalties. In the last two years
alone, we excluded 114 DME companies or their employees from the Medicare and Medicaid
programs.

We often take a close, hard look at specific items of equipment or supplies when we see a significant
increase in payments over a short period of time. In ab. of age or coding ch or new
medical information about the proper use and application of technology, such increases have often
been an indication of fraud or inappropriate billings.

In the past, using this technique, we have identified problems with seat lift chairs and transcutaneous
electrical nerve stimulators (TENS) units, both of which have now been corrected. More recently,
we reported on a similar trend with orthotic body jackets—customized, rigid devices intended to hold
patients i bile and treat pati with lar and spinal conditions. Payments for this device
went from $217,000 in 1990 to $18 million in 1992. We estimated that 95 percent of those payments
were for devices more properly categorized as seat cushions rather than body jackets.

As HCFA has moved to process such claims by specialty carriers, such problems are easier to spot
and address. In fact, by the time we issued our findings on orthotic body jackets, payments were
already on a downward trend because of this change.

But, there are always new twists. Our recent work suggests that an emerging problem in the medical
equipment and supplies area has w0 do with markeung and targeting of patients in nursing homes. We
now find that when 1 pplies are provided to Medicare
beneficiaries, they are often rwdems of nursmg homes.

An example is our recent work oa incontinence supplies.
Incontinence Supplies

Incontinence supplies are supplies used for individuals who have bladder or bowel control problems.
The Medicare program covers these supplies when incontinence is of long and indefinite duration.
Inconti pplies include cath and external collection devices such as pouches or cups.
Catheters are flexible, tubular instruments used to coatrol urinary flow. The HCFA will also
reimburse for accessories that aid in the effective use of such devices, such as drainage bags,
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irrigation syringes, sterile saline solutions and fubricants. However, certain items, such as abhsorbent
undergarments or diapers, are specifically excluded from Medicare coverage.

Increases in Costs

Medi i for i i pplies more than doubled in three years despite a drop in the
number of beneficiaries using these supplies. The amount allowed for incontinence supplies rose
from $88 million in 1990 to $230 nulhon in 1993 an increase of $142 million. During the same
period, the number of beneficiaries pplies fell from 312,000 to 293,000,

ing
causing the all per beneficiary to i from $282 wo $786, a 179 percent increase.

Four types of incontinence supplies account for almost all the increase in Medicare allowances:
irrigation syringes, sterile saline irrigation solution, lubricant, and female external urinary collection
pouches. These account for 91 percent of the $142 million total increase. Most of these payments
were concentrated in one carrier and a small oumber of suppliers and beneficiaries.

Questionable Payments

Questionable billing practices may account for almost half of incontinence allowances in 1993,
Medicare allowed $107 million in 1993 for supplies whose billing is questionable. $88 million was
allowed for accessories that were not billed along with a catheter, indicating that coverage guidelines
were not met. Another $19 million in allowances were made for beneficiaries who appeared to
receive more supplies than necessary.

Supplier Practices

Information from ing homes indi tha liers engage in questionable marketing practices to

increase their business i in incontinence supplies. Twenty-four percent of nursing homes have reported
that supplier r decided the number of supplies to be delivered in a given month to
beneficiaries. ln addition, numng homes have reported other practices by suppliers such as the
rounne waiving of beneficiary T as well as offers of inducements in exchange for

liess to p 1o 3 - lies 0

Nursing homes bave told us that some suppliers present them with false or misleading information.
Twenty-(\vo pacem of nursing homes received false information from suppliers stating that Medicare

"new broad " for i i lies. One out of ten nursing homes has
been isinfc madbya i Ihl" di wmcovuolhumuunemcnnunencesuppllessuchas
absorbent undergarments if syringes, sterile solutions, and lubricants are purchased.

We have launched a major i igation into the marketing and billing of incontinence care
kits and supplies to nursing home residents. The potential for great profit provides an incentive for
fraudulent marketing and billing schemes which target the entire nursing home population of Medicare
beneﬁclana The cost of the li ined in an i i kit is typically $4. These items

are fr d and upcoded for billing p ing Medicare to be billed about $20 for each
kit. Provndersusuallylh:puﬂbillaﬂwmeoffihtspudaypabmﬁclary which is the
maximum Medicare will reimburse. At 90 kit per month, the cost to Medicare Part B is $1,800 per

month, per patient. It is aot surprising that this has turned into a $200 million business,

OTHER COST SAVING IDEAS
Of course, our work and our concerns go beyond the three areas I've just discussed.
Recent Testimony

The Inspector General has recently testified before the Senate on subjects which have cost saving
implications. We would like o raise these issues before the new members and new Chair of this
Subcommittee as well.

On November 2, 1994, the OIG testified before the Senate Appmpmnons Commmee on oxygen
services. At that time, we released a report on services d ficiaries receiving
oxygen ooncemrmr services. In that study, we found significant vanzuon in the kinds and frequency
of services d and the frequency of services delivered to Medi ficiaries receiving
oxygen concentrator therapy. We also discussed our prior work which compared Medicare payments




69

for oxygen to other payers’ payments, including the U.S. Department of Veterans Affairs, which pays
significantly Jess than Medicare. At the hearing, the HCFA Administrator committed to a review of
payment levels for oxygen concentrators and related services. Medicare allowances for oxygen
concentrator rentals in 1993 exceeded $850 million. The subcommittee estimated that HCFA could
save over $300 million if Medicare paid the same rates as others.

On December 13, 1994, the Inspector General testified before the same Committee on ambulance
payments. Most ambulance bepefits are covered under Medicare Part B and have very strict limits.
Ambulance transport must be 1 ble and medically y. No payment may be made in any
case in which some means of transportation other than an ambulance could be utilized without
endangering the individual’s health, whether or not such other transportation is actually available.
Generally, ambulance transport is covered for patients whose condition requires emergency medical
attention, or whose condition makes it impossible to sit and requires transfer by stretcher.

m P

Total Medicare carrier for transportation under Medicare Part B were $1.52
billion in 1993, on behalf of over three million beneficiaries. Our work on ambulance payments leads
us to two conclusions: first, many payments for ambulance transports taking End-Stage Renal
Disease beneficiaries to and from dialysis violate Medicare guidelines and should never have been
made; second, Medicare has a problem in the way it reimburses for ambulance transports—not just for
dialysis patients but all Medicare beneficiaries. As a result, it pays 100 much. We've estimated that a
total of $112 million annually could be saved with various program reforms.

Cost-Saver Handbook

The 1995 edition of the Office of Inspector General "Cost-Saver Handbook,"” also known as the Red
Book, contains a number of options that could also be considered by the Congress to amain greater
program efficiency and to enhance the viability of the trust funds. For example, we've made the
following recommendations:

Expand the Diagnosis Related Group Payment Window, Separate payments for nonphysician
outpatient services are not allowable within 72 bours of the day of an inpatient admission, as those
costs are idered part of hospital's p t for inpatieat services. For the period November 1990
through December 1991, $83.5 mllhon m admission related nonphysician outpatient services were
rendered 4 to 7 days immediately before an inpatient admission, just beyond the current "window.”

We recommend that the window be expanded in order to encompass more admission related services.

Pay Differently for Admissions not Requiring Qvernight Stay, Hospitals are reimbursed when the
patient is discharged based on established rates which are based on 494 diagnosis related groups. In
1989, the Medicare program paid for 179,500 admissions which did not require an overnight stay.
We've estimated the Medicare program could save up to $210 million per year if covered services
related to 1-day admissions without an overnight stay were paid as outpatient services.

Rmummﬂmmmm Work by the OIG and others has documented
that teaching hospitals have i ly had the highest profit margins under Medicare. Although
Congress has prevmusly reduced the rates which give these hospitals add-ons for their teaching costs,
the IME factor is greater than is appropriate. Reducing the IME factor would be proper and fair and
save the program billions each year.

Change the Graduate Medical Education (GME) Payment Methodology, We have found that
Medicare will pay more than its fair share of GME costs if changes in two areas are not made. First,
the new payment system allows hospital costs with little or no connection to Medicare to be given
increased importance in the calculation of GME reimbursement. Second, the Medicare patient load

age, used to ipute Medicare’s share of these costs, does not accurately represent Medicare's
share of the cost of services pmvnded to Medicare patients. As a result, we recommended HCFA

1 and r 'y changes to the new payment system to more accurately identify

Medlcare s share of GME costs. These recommended changes to the new methodology will reduce
Medicare's share of GME costs by an estimated $157 million a year.

We have determined that historical costs used in setting hospital
payment rates were inflated because of excess hospital capacity and the inclusion of inappropriate
elements, The newly enacted prospective payment system for capital expenditures is based upon
inflated historical costs as part of the formula calculation. Continuing mandated reductions in capital
payments beyond FY 1995 (when currently legislated limits expire) would be proper and fair and save
the program billions each year.
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test pay rates for chemistry tests ly
Single test payment rates are paid b HU-‘A' ideli ding chemi yv.stssub)ectto
paneling have not been updated to add tests a3 Lab 'y technology has ad Savings to the

Medicare program would be about $216 million annually if 10 tests were inclndedaspandtem
nationwide. The HCFA has agreed to 8 of those tests.

We also believe that the mcmvuﬁ:rbnllmglbmmymwunoedlobechznged We've put
forward two ideas in particular: rei g of beneficiary and deductible provisions for
clinical laboratory services a8 a means ofcommllmg utilization; and rolling in laboratory services as
part of the payment for a physician office visit. We estimate over $1 billion in annual savings from
the first proposal, and another $1 billion annually from the second, exclusive of the beneficiary
coinsurance which would be paid for the office visit.

We don’t expect that you'll agree with all the cost saving ideas we've proposed in the Red Book, or
even with our savings estimates in all cases. Mwebdleveﬂleprwosalsmwkedliookareuseﬁn
for policy makers to consider as they look to contain costs and introduce program

THE NEW FRAUD FIGHTING ENVIRONMENT

1 would now like to turn to the broad question of how we can best protect the Medicare program
from fraud and abuse. If you asked me what is different today from several years ago in the fraud
fighting environment, 1 would point to three factors in pamwhr—mmmed sophistication and

plexity in fraud sch rising Medi costs, creating a more ive target for the
unscrupulous; and the emergence of new “fraud ﬁghzen to meet the challenge.

I'd like to discuss briefly each of these topics and what I believe are passible solutions to address the
challenges before us.

Coordination of Anti-Fraud and Abuse Activities

Now more than ever, there are numerous Federal, State, and local law enforcement groups with a
stake in investigating and pmuumng health care fraud. These include the Department of Justice and
the Federal Bureau of I i the Insp General at HHS, the Department of Defense, the
Department of Labor, and the Dq)aﬂmut of Veterans Affairs; the United States Postal Service, State
Medicaid Fraud Control Units and State Attorneys General; and HCFA and Medicare contractor frand
units.

It is essential that we take a leadership role in dinating the fight against fraud and abuse in the
heaith care marketplace. The Inspector General has taken her leadership responsibilities very
seriously and has established this as one of the office’s top priorities.

The lnspector General is co-chair of the Executive Level Health Care Fraud Policy Group, which

ives of the A y General’s office, the Civil and Criminal Divisions, and the
FBL The lnspeaorGenu:lahodmuﬂle Health Fraud Coordination Council, composed of
Inspectors General with responsibilities in health care.

Rising Medicare Costs
Willie Sutton was once asked why be robbed banks. His famous answer was, “Because that’s where

the money is.”

Today’s criminals may be more sophisticated, but in one way they remain true to their forebears.
They go where the money is.

In 1980, Medicare program costs were $34 billion. In 1990, that number had increased to $107
billion; by 1993, $143 billion; and estimated 1995 costs are $178 billion. With that much money at
stake, the lure of a fast buck is irresistible to criminals and con artists.
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Investment in the OIG

We see a trend ds i d lexity and istication in the various schemes used to
defraud the Medicare program, and hence a greater need 10 call on more investigators, along with
attorneys and auditors, to penetrate those schemes. Despite the increased threat, the OIG's resources
have declined in the past several years as we have absorbed our share of the Department’s budget
reductions. This has resulted in 2 decrease in OIG staff from 1,411 employees in 1991 to 1,207
employees in 1995. By the end of FY 1994, 10 OIG investigative offices in 9 States and Puerto Rico
were closed. During the same period, the OIG was required to impl the fi ial

audit provisions of the Chief Financial Officer’s Act of 1990, other new audit responsibilities, and
over 40 new civil monetary and exclusion authorities, without additional funding for those new
responsibilities. Our next challenge will be to absorb the loss of 262 staff who will be transferred to
the Office of Inspector General at the Social Security Administration.

Funding our activities has been hampered by the discretionary freeze provisions of the Budget
Enforcement Act. Budget constraints have produced the illogical result that spending on fraud
preveation and detection—activities that pay for themselves many times over—has actually been
curtailed.

Lack of resources to identify waste and combat fraud and abuse is a major problem because it allows
barmful practices to continue and defrauders and abusers to escape detection. The limited resources
available are inadequate to address sophisticated and p h to defraud and abuse health
care programs.

Health Care Fraud Reinvestment Fund

The oversight and enforcement activities of the OIG and HCFA are among the most productive of
Federal programs. I meationed earlier that for every dollar invested in the OIG, we return $80.

We support a mechanism to increase funding available for combatting health care fraud and abuse
without drawing down from the U.S. Treasury, or further burdening taxpayers. Under this concept,
certain recoveries generated by our health care anti-fraud activities would be deposited into a
reinvestment fund with dollars available to fund additional enforcement activities. Thus, the
individuals who actually perpetrate fraud against, or otherwise abuse our nation’s health care system,
will foot the bill for increasing policing of those programs. Of course, restitution to the Medicare
Trust Funds and the affected Medicaid programs would be made before any monies could be
deposited into the account. In the last Congress, this concept had wide bipartisan support. [ hope,
Mr. Chairman, we can win your support for this proposal.

CONCLUSION

Thank you for the opportunity to appear before you today. T look forward to a cooperative
relationship with the pew sub as the congressional session i This pl my
written statement. I am happy to respond to any questions you might have.




12

CLHQZeY! Lid

G661 V661 €661 2661 1661 066}
0

wor |

|l|\..|,%.
ST Tl eS¢
e 68
&,it|t|\||\ Nw i
i

\\\ V.@W [~ ot
- Gl

o
- 0¢
414
suoillg

sainjipuadx3 a4e21pa|y JO yimour) pidey
UijeaH awoH



73

Incontinence Supplies
Payments Have More Than Doubled Over 3 Years
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Chairman THOMAS. Thank you very much for that condensed re-
port. Appreciate it very much.
Mr. Scanlon.

STATEMENT OF WILLIAM J. SCANLON, ASSOCIATE DIRECTOR,

HEALTH FINANCING AND POLICY, HEALTH, EDUCATION,
AND HUMAN SERVICES DIVISION, U.S. GENERAL
ACCOUNTING OFFICE, ACCOMPANIED BY EDWIN P.
STROPKO, ASSISTANT DIRECTOR, HEALTH FINANCING
ISSUES

Mr. ScANLON. Mr. Chairman and members of the subcommittee,
we are very pleased to be here today to talk about ways in which
the Medicare program could be improved to avoid excessive and un-
necessary spending.

I would like now to introduce my colleague, Edwin P. Stropko,
who is Assistant Director of Health Financing Issues at the GAO.
Today we will be describing how revising certain reimbursement
polictes and imposing better controls on fraudulent and abusive
payments can conserve program dollars.

In short, I will be discussing how loopholes and other weaknesses
in reimbursement policies result in the program paying too much
for services. Second, I will indicate how weak or absent controls on
fraud and abuse result in the program paying for unnecessary serv-
ices. Finally, I will note some broad administrative initiatives
taken recently by HCFA that hold promise to cut Medicare spend-
inifor such unnecessary services.

et me turn to the first area I indicated, problems in reimburse-
ment policy. Our evidence suggests loopholes in payment rules and
flawed payment setting methodologies allow Medicare to pay too
much for some services. In the near term, immediate savings are
possible through modest adjustments of those policies.

For example, in part because of the difficulty of applying Medi-
care’s general rule of paying reasonable costs to specific cir-
cumstances, some skilled nursing homes and therapy companies
have been able to pad administrative costs and services resulting
in Medicare being charged hundreds of dollars per hour for occupa-
tional and speech therapy even though therapists’ salaries are gen-
erally less than $32 per hour. This and other examples illustrate
the government’s need to act as a prudent purchaser.

However, taking action is not a simple task. HCFA faces strong
pressure from those who benefit from high payments often with lit-
tle countervailing pressure from any specific constituency to make
reducing payments a priority.

The second area that I noted which is worthy of attention in-
volves avoidance of paying for unnecessary services due to fraud
and abuse. Opportunities exist to cut possibly billions of dollars in
spending by implementing better controls over fraudulent and abu-
sive Meﬁicare payments. As you have heard from the Office of In-
spector General, Medicare has paid providers’ claims for improb-
ably high levels of service or cost.

Additional examples include paying a clinical laboratory $3.1
million in 5 years for mileage charges to transport specimens. Mile-
age that would allow one to circumnavigate the globe about 230
times or paying a van service $62,000 for transporting a single ben-
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eficiary 240 times in 16 months. These abuses came to light be-
cause of whistleblowers, not because program safeguard controls
detected them.

Medicare pays more claims with less scrutiny today than at any
other time in the past 5 years. Administrative funding declines
have led to only 5 percent of claims slated for review in 1994,
Profiling individual providers’ claims to detect questionable billing
practices has also declined. Physicians, supply companies, or diag-
nostic laboratories have about 3 chances out of 1,000 of having
Medicare audit their billing practices in any given year. This lim-
ited investment in oversight occurs despite HCFA estimates that at
present levels, incremental spending for antifraud and abuse activi-
ties would save $11 in benefits for every $1 invested.

Finally, let me note two broad HCFA administrative initiatives
that our work indicates could assist considerably in reducing inap-
propriate payments. First, the Agency is requiring its contractors
not just to examine claims from particular providers that might be
overbilling but also to examine claims for specific medical proce-
dures to identify questionable spending patterns and trends within
geographic areas.

Second, HCFA is also developing a new claims processing sys-
tem, the Medicare transaction system, to replace the 11 different
systems used by the Medicare contractors who process and pay
claims. This system will provide HCFA with improved capacity to
reengineer its efforts to manage program dollars and properly over-
see contractor spending, savings and workload.

In conclusion, it is clear that Medicare is an expensive program
that is growing fast. Despite the urgency of controlling Medicare’s
high spending growth, however, swift, simple solutions may be dif-
ficult to identify and implement.

For the immediate future, HCFA can seek ways with the assist-
ance of the Congress to make the government a more prudent pur-
chaser of health services. By correcting flawed reimbursement poli-
cies and making adequate investment in and attention to activities
like HCFA’s recent antifraud and abuse initiatives, Medicare can
avoid making unnecessary payments that can amount to billions of
trust fund and tax dollars.

Mr. Chairman and members of the subcommittee, this concludes
{lny statement. We will be happy to answer any questions that you

ave.

[The prepared statement and attachment follow:]
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TESTIMONY OF WILLIAM J. SCANLON
UNITED STATES GENERAL ACCOUNTING OFFICE

Mr. Chairman and Members of the Subcommittee:

We are pleased to be here today to discuss the ways in which
the Medicare program could be improved to avoid excessive or
unnecessary spending. Last fiscal year, federal spending for the
Medicare program totaled $162 billion, or over $440 million a
day. The Congressional Budget Office estimates that by 2002
Medicare spending could exceed $340 billion. Today we will
examine the program’'s areas of rapid spending growth and ways to
conserve program dollars--mainly by revising certain
reimbursement policies and better controlling fraudulent and
abusive payments. Our findings derive from numerous studies we
have done on the Medicare program in recent years as well as
ongoing studies. (See app. I for a list of the issued reports.)

In brief, the government faces strong obstacles to bringing
Medicare expenditures under control. Broad-based payment system
reforms have slowed aggregate spending, but Medicare's growth
rates remain higher than overall inflation. And while additional
reforms may be needed, their nature is the subject of much
debare. There is less dispute. however, that Medicare pays too
much for certain services and supplies. Fiscal pressures have
led private and state-government payers increasingly to negotiate
discounts with providers and to manage the form and volume of
care. Medicare has not exercised its potential market power in
similar fashion when buying certain services, such as
rehapilitation therapy. Our evidence suggests that, 1in the near
term, the government may want to revise the reimbursement
policies for these excessively costly services to ensure that ir
1s acting as a prudent buyer. The evidence also suggests that
greater vigilance over wasteful or inappropriate payments could
better protect Medicare funds against providers' fraudulent and
abusive billings.

BACKGROUND

The Medicare program provides health insurance coverage for
over 36 million elderly and disabled Americans. Its coverage is
quite extensive, including physician, hospital, skilled nursing
home, home health, and various other services. About 30 percent
of beneficiaries obtain services on a fee-for-services basis,
choosing their own physician or other health care provider, with
charges sent to the program for payment. Medicare’s payments are
determined by a complex array of rules and procedures.

Seeking ways to constrain Medicare spending is a daunting
task for good reason--the program 1s typified by paradox. On the
surface, Medicare appears to be extensively regulatory, with
thousands of pages of laws, regulations, and manuals governing
program administration. Yet the individual decisions by millicns
of beneficiaries and hundreds of thousands of providers determine
program spending. On the surface, Medicare-is perceived to be a
national program that is administered centrally. While on one
level this 1s true, 1t is also true that commercial insurers--
like Aetna, Travelers, and Blue Cross and Blue Shield plans--
administer the program locally. By law, HCFA contracts with
private insurers to process and pay Medicare claims. Today abou:
73 contractors perform this function, and each is required to
work with its own medical community to set coverage policies anz
payment controls. Despite its image as a national program,
therefore, Medicare’s terms for covering medical care depend on
each contractor, except in the few instances where HCFA has
established national policies.

As intended, the contractor netwcrk has kept Medicare’ s
policies within close reach of local provider communities.
HCFA issues guidelines and regulaticns, it does so only afrer
extensive comment by the relevant segment of the health care
industry. The program was designed this way to protect agains-
undue government intervention in the nation’s health care. AS
consequence, however, HCFA faces obstacles in making the
government a prudent buyer of health care services.
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ZONTROLLING MEDICARE
SPEINDING IS CHALLENGING

Competing pressures challenge the government's ability ro
control Medicare spending. The multiplie stakeholders involved
and the potential market impact of enacting Medicare cosc
containment reforms argue for procseding cautiously, while
growing budget deficits call for immediate corrective measures.

In the last decade, the Congress has enacted two major
legislative reforms that have slowed Medicare spending. A
prospective payment system {PPS) using diagnosis-related groups
helped bring aggregate spending growth for inpatient hosp:tal
services from about 15 percent in the early 1280s tc absur 8
gercert a year today. A fee schedule known as RBRVS (resource-
based relative value scale) and limits on spending increases
known as volume performance standards helped reduce aggregate
physician payment growth from over 10 percent in the late 1980s
to 2 to 5 percent over the last few vears.

Still, Medicare spending growth remains at high levels for
two reasons. First, the inpatient hospital and physician
spending categories amount to $112 billion--over 75 percent of
total Medicare spending. Despite some moderation, growth in
hospital payments, after accounting for the growth in beneficiary
numbers, still exceeds the growth of the natlon‘s economy as
measured by the gross domestic product. The sheer size of these
spending areas means that each percentage point of growth
represents hundreds of millions of dollars and helps account for
the projected more-than-doubling of spending to $340 billion in
2002. (See table 1.)

Table 1: Medicare Payments and Growth Rates for Selected Service
Cateqories

Vear[ 1980 1981 1962 1983 1984 1985 1986 1967 1988 1987 1990 1991 1992 1990
Total Medicare Payments | 364 436 511 581 659 703 758 805 868 994 1092 121.2 1346 149

“% Increase W% 1T 14% 1% B 8% 6% B 15%  10% 1% 1% 1%
Inpatient  Payments | 245 294 339 378 423 449 465 471 491 555 598 657 725 780

“e Increase 0% 15% 1% 1% B 4% 1% &% % Bl 10%  10% 8%
Physician Payments | 84 101 121 142 157 172 196 222 245 268 295 316 I3 3¢

*» increase 20°%  20°%  17°% 1% 10°%  14% 13%  10% P 10% % L)

Second, spending growth for other categories--such as
outpatient hospital, home health, and skilled nursing care
services--has accelerated dramatically. Between 1992 and 1993,
spending for outpatient services grew by 11 percent to about $12
billion, and spending for home health and skilled nursing care
each grew by about 40 percent to $11 billion and $5.7 billion,
respectively. Ironically, this growth stemmed in part from the
cost containment success of PPS, which prompted providers to
shifrt the delivery of such procedures as cataract surgeries to
outpatient settings. In addition, reduced hospital stays may
have increased the demand for services provided by home health
agencies and skilled nursing homes. {See fig. 1.)
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Figure 1: Growth in Medicare Payments and Fastest Growing
Services

Parcant of 1980 Value

1981 1982 1983 1964 1988 1988 1987 1988 1989 19%0 1991 1992 1999
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Home health and nursing home spending, the program’'s fastest
growing components, have expanded also as the result of external
pressure to interpret Medicare’s coverage rules for these
services more liberally. This pressure, in the form of
successful legal actions against the program, was precipitated by
Medicare’s attempts following the introduction of PPS to
scrutinize the appropriateness of home health and skilled nursing
home claims. Over the past decade, HCFA has been explering ways
to pay for these services prospectively, both to control prices
of services and create incentives for appropriate utilization.
However, sweeping changes to payment and coverage policies for
major services like home health raise complex issues that may be
difficult to resolve guickly.

LOQOPHOLES AND OTHER WEAKNESSES PERVADE

CERTAIN REIMBURSEMENT POLICIES

Immediate savings in the billions of dollars are possible,
though, by modest adjustments to certain reimbursement policies.
Loopholes in payment rules and flawed rate-setting methodologies
allow Medicare to pay too much, in certain cases, for
rehabilitation therapy, magnetic resonance imaging (MRI), and
anesthesia services. Consider the following cases:

~-- Skilled nursing homes and therapy companies have been able
to pad administrative costs and inflate charges because of
lax oversight of providers’ cost reports and the resources
needed to apply Medicare'’'s general rules to specific
circumstances. As a result, for some beneficiaries,
Medicare has been charged the equivalent of hundreds of
dollars per hour for occupational and speech therapy. though
therapists’ salaries are generally less than $32 per hour.

-- Medicare does not systematically lower payment rates for new
technology services as they mature and become more widely
used and as providers’ costs per service decline. For
example, Medicare payments for MRIs supported a
proliferation of MRI machines in Florida, where payment
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rates were so high that even inefficient, low utilization
providers could earn profits.

-- Anesthesia payments, unlike payments to other physicians,
are based on units of time, thus providing a financial
incentive to prolong anesthesia service delivery. Our
studies have shown that reported times for the same
anesthesia service vary widely for no apparent reason and
that basing fees on a procedure’s median anesthesia time
could reduce Medicare payments by over $50 million a year.

Together these problems illustrate the government’s need to
act as a prudent purchaser. In each of these cases, Medicare has
continued to pay higher rates than necessary in a competitive
health care environment. Yet taklng action is not a simple task.
HCFA faces strong pressure from those who benefit from high
payments, often with little countervailing pressure from any
specific constituency to make reducing payments a priority.

For example, despite projected savings, HCFA has been
unsuccessful 1n its attempts to change its method of reimbursing
for anesthesia services. Similarly, since 1993 HCFA has been
exploring ways to address the inappropriate billing and payment
of rehabilitation therapy claims, while spending for these
services is growing at nearly 30 percent a year. Finally, HCFA
has taken some action to lower spending for MRIs and other
expensive technology, but not before its initially generous
reimbursements allowed an oversupply of certain technology to
drive up overall health care spending. HCFA still needs to
develop methods for reimbursing the capital costs of new
technology based on the lower operating costs achievable through
efficient utilization.

CONTROLS OVER FRAUD_ AND
ABUSE QFTEN WEAK OR ABSENT

Other opportunities to cut possibly billions of dollars 1in
spending involve implementing better controls over fraudulent and
abusive Medicare payments. Over %8 percent of Medicare spending
is for payments to providers. Program administration--claims
processing and activities to prevent inappropriate payments--
constitutes slightly more than 1 percent of total Medicare
spending. Less than one-quarter of a percent goes toward
checking for erroneous or unneceéssary payments.

Controls over waste, fraud, and abuse help ensure that
Medicare does not pay for unnecessary Or inappropriate services.
Some controls are electronic and are programmed into computer
claims processing software. They trigger the suspension of
payments by flagging claims for such problems as charging for an
excessive number of services provided on a single day. They also
suspend payments for such clerical errors as the incomplete or
erroneous number of digits in a provider’s billing number. The
computer automatically holds the claim until the data are
corrected. Medicare’s electronic controls are developed and
applied largely at the discretion of Medicare’s claims processing
contractors.

The best way to understand what better Medicare payment
controls might accomplish 15 to examine what has occurred 1in
their absence. 1In some instances, Medicare has paid providers’
claims for improbably high levels of service or cost. For
example, the following are abuses that have come to light through
whistleblowers, not because program safeguard controls detected
them:

-- Over 5 years, Medicare paid $3.1 million 1in mileage charges
to a clinical laboratory for transporting specimens. This
amount reflects a distance of 5.7 million miles, equivalen:t
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to circumnavigating the earth about 230 times.

-- Over 16 months. a van service billed Medicare $62,000 for
ambulance trips to transport one beneficiary 240 times.

In fiscal year 1993, Medicare processed almost 700 million
claims, about 250 million more than it processed 5 years =arlier.
Yet Medicare pays more claims with less scrutiny today than at
any other time over the past 5 years. Funding declines, relative
to the growing number of Medicare claims, have forced HCF& ro
lower the proportion of claims that contractors must review. In
128%, HCFA set rtargets for contractors to suspend processing and
tren review 20 percent of all claims; 1t reduced this rarget to
15 percent in 1991, 9 percent in 1992 and 1993, and 5 percent in
1994.

Similarly, HCFa's efforts to statistically profile claims
that detect providers’ questionable billing practices have alsc
declined. Physicians, supply companies, or diagnostic
laboratories have about 3 chances cut of 1,000 of having Medicare
audit their billing practices in any given year.

In some instances, for lack of adequate funding, contractors
have curtailed cor discontinued reviews of certain medical
services, even when there was evidence of widespread billing
abuse and potential for significant savings. For example, a
contractor we visited last year temporarily reduced or suspended
the use of five electronic contraols that triggered further claims
reviews. These reviews had previously resulted in the denial of
claims submitted and $4 million in savings over a 3-month periocd.
The contractor suspended the use of the controls because the
volume of claims they generated overwhelmed the claims review
staff.

The decline in program spending for fraud and abuse controls
corresponds in part with the 1920 passage of the Budget
Enforcement Act. That act places stringent limits, or caps, on
discretionary spending, which covers Medicare administrative
costs, including the cost of contractors’ fraud and abuse
controls. Benefit payments, however, are not subject to these
caps. This creates a dual problem. Any increase in spending for
Medicare’s fraud and abuse controls would require cuts in funding
for other discretionary programs, such as education or welfare.

A decline in benefit costs, however, even if attributable to
savings from fraud and abuse activities, cannot be used as an
offset. In fact, funding for fraud and abuse activities 1s in
continual jeopardy, since cutting this funding frees up money for
other discretionary programs.

HCFA studies indicate that spending for antifraud and abuse
activitlies can reduce Medicare program costs on average by as
much as 11 times the amount invested. In effect, by not
adequately funding these activities, the federal government is
missing a significant opportunity to control Medicare program
costs.

HCFA'S BROAD ADMINISTRATIVE
INTTTIATIVES COULD CUT MEDICARE
SPENDING CONSIDERABLY

HCFA has begun two major initiatives to address long-
standing problems with inappropriate payments. First, it
established a data analysis requirement, called focused medical
review, for contractors to better identify excessive spending.
Second, HCFA let a contract to design a single automated claims
processing system--called the Medicare Transaction System--that
promises greater efficiency and effectiveness in claims
processing.
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Prior to the focused medical review reguirement, cOnLractors
were expected to examine claims looking only for physicians and
other providers whose claims suggested they might be overbilling
or engaged in some other wrongdoing. Under the new reguiremen
contractors must also examine spending for medical procedures to
identify guestionable spending patterns and trends.

-

For example, when a Medicare contractor in Tennessee
compared its payments for selected services with those of other
contractors, it found an instance where total payments for a
service--pathology consultations--were not in line with other
contractors’ totals. Specifically, the contractor was paying
pathologists for consultations when the test results stouid have
been interpreted by the reguesting physician. The centractor
revised its payment rule governing pathology consultations, and
reimbursements for this service declined from $2.7 miilion in
1988 to less than $11,000 in 1992.

HCFA's development of a new claims processing system--MTS--~
is intended to replace the 11 different claims processing systems
used by Medicare contractors with a single system expected to
have improved capabilities. This system will serve as the
cornerstone for HCFA’s efforts to reengineer its approaches to
managing program dollars. Using the current multiple systems,
HCFA has difficulty aggregating informaticn on spending, savings,
and workload at the various claims processing CONtractors.
Inadeguate management information makes it difficult for HCFA to
provide the oversight required of a national program. The new
system, which promises to format claims data uniformly and
produce comparable payment data, is expected to provide HCFA with
prompt, consistent, and accurate management information. Full
implementation is at least 3 years away. In 1934, we recommended
continued top management and congressional oversight to ensure
the system’s success.

CONCLUSTONS

Medicare is an expensive program that is growing fast.
Because of its vast size and the aging of the population, broad-
based reforms will be required to keep Medicare from consuming
ever-larger shares of the national income. Despite the urgency
of controlling Medicare’s high spending growth, however, the
program’s complexities militate against swift, simple solutions.
Reforms have moderated spending growth for inpatient hospital ana
aggregate physician services, but the lower growth still
increases Medicare spending in multibillion dellar increments.
Moreover, for the program's fastest-growing spending components
such as home health services, the government faces significant
challenges to implementing major cost containment reforms.

For the immediate future, HCFA could seek ways, with the
assistance of the Congress, to make the government a more pruden:z
purchaser of health services. By correcting flawed reimbursemen:
policies, such as those for rehabilitation therapy. high-cost
technology, and anesthesia, Medicare could lower its spending
growth rate. In addition, with adequate investment and attenticn
to activities like HCFA's recent antifraud and abuse initiat:ives
Medicare could avoid making unnecessary payments that could
amount tc billions of trust fund and tax dollars.

Mr. Chairman and Members of the Subcommittee, this concludes
my statement. We will be happy to answer any Questions.
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APFENDIX I APPENDIZ I

RELATED GAQC PRCDUCTS

Med:care Part B: Regional Variations and Denial Rates for
Medical Necessity (GAO/PEMD-95-10, Dec. 19, 199%4).

Medicare: rmeferrals to Physician-Owned Imaging Facilirties
Warrant HCF2's Scrutiny (GAO/HEHS-95-2, Oct. 20, 1994).

Medicare: Technology Assessment and Medical Coverage Decisions
{(GAO/HEHS-94-195FS, July 20, 1994:.

Med:care: Inadequate Review oOf Claims Payments Limits Ability to
Cortrol Spendang (GAO/HEHS5-94-42, Apr. 28. 13%4).

Health Care Reform: How Prope¢sals Address Fraud and Abuse
(GAC/T-HEHS-%4-124, Mar. 17, 1994).

Medlcare: Greater Investment in Claims Review Would Save
Miliions (GAO/HEHS-94-35, Mar. 2, 1594;.

Medicare: New Claims Prccessing Svstem Benefits and Acquisition
Risks (GAO/HEHS/AIMD-94-79, Jan. 25, 1994).

Medicare: 2dequate Funding and Better Oversighr Needed to
Protect Benefit Dollars (GAO/T-HRD-94-59, Nov. 12, 1933).

Psychiatric Fraud And Abuse: Increased Scrutiny of Hospital
Stays Is Needed for Federal Health Programs (GAO/HRD-93-92,
Sepr. 17, 19%3).

High-Risk Series: Medicare Claims (GAD/HRD-93-6, Dac. 1992} .

Medicare: Cne Scheme Illustrates Vulnerabilities to Fraud
(GAO/HRD-52-76, Aug. 26, 1992).

Medicare: Excessive Payments Support t
Technology (GAQ/HRD-392-59, May 27, 1992

he Proliferation of Costlw
¥
)

Health Insurance: Vulnerable Payers Lose Billions to Fraud and
Abuse (GAO/HRD-92-69, May 7, 1992; and related testimony (GAQ/T-
HRD-92-29, May 7, 1992).

Medicare: Variation in Payments to Anesthesiologists Linked to
Anesthesia Time {GAC/HRD-91-43, Apr. 30, 1991).

Medicare: Need for Consistent National Policy for Special
Anesthesia Sarvices (GAO/HRD-91-23, Mar. 13, 1991)
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Chairman THOMAS. Thank you very much, Mr. Scanlon.

Mr, Christensen will inquire.

Mr. CHRISTENSEN. Thank you, Mr. Chairman.

Mr. Mangano, I appreciate your testimony because now I know
who to call when constituents call me and say that they have got
this $90 device in front of them that they know they can make for
$20. And I am going to add to your show-and-tell list there.

Mr. MaNGaNo. OK.

Mr. CHRISTENSEN. You said that HCFA does not have adequate
mechanisms for determining which services should be paid by part
A or part B.

Can you estimate to what degree HCFA has lost control over the
program and how much we are spending as a result of its inability
to effectively manage the program?

Mr. MaNGANO. It would really be hard to assess how much
money is being spent that shouldn’t be spent because we only find
it when we do find it in our individual studies. In one study that
we just completed for Medicare part B, durable medical equipment,
as an example, can only be billed in the home. It cannot be billed
for a patient that is in a nursing home.

We found about $11 million that was being billed under durable
medical equipment in a nursing home under part B services. On
the face of it, that should not have been reimbursed. The big prob-
lem that occurs in a nursing home is that a nursing home gets to
negotiate a little bit about what services they will provide; so when
they are getting their part A payment, they can say that Medicare
will not cover other kinds of tﬁril’xx;gs that you and I would think
should have been covered.

In addition to things like medical supplies, about $55 million in
1993 was charged to the Medicare part B program for rehabilita-
tion services. Over $40 million was charged for epidermal nutrition
programs. These are nutrition programs where a person cannot eat
like you or I but have to take their nutrients intravenously. There
are any number of areas where these things are occurring.

We spot them when we see these big spikes start to go up in the
reimbursement area. It is very difficult to determine how much ac-
tually is being spent out there that should not be spent.

Mr. CHRISTENSEN. At the end of your testimony, you spoke about
the Medicare fund and about monitoring it better and having the
money go toward that. As a new member on this committee, I am
not aware of what you did in the 103d Congress. What suggestions
do you have to improve on what we did in the 103d?

Mr. MANGANO. Sure. In any number of bills that had wide bipar-
tisan support, there were suggestions for things called health care
fraud and abuse control which basically said that when we inves-
tigate fraud and abuse and we have a successful prosecution, the
program ought to be restored every penny that it lost because of
that fraudulent activity. We wouldrgo that first. In addition to that,
judges often require that penalties and fines be charged.

They also sometimes award investigative costs for what it cost
the government to investigate the individual incident. What we are
suggesting is that in the area of fines, penalties, and investigative
costs, that a portion of that be put aside to help the Inspector Gen-
eral’s Office and the Health Care Financing Administration in-
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crease our activity in the fraud and abuse areas. In this way, the
perpetrators of fraud will be actually paying for the increased polic-
ing, not the taxpayers.

We quite well understand the burdens that you are under in the
Congress of not wanting to exceed the discretionary budget caps.
The budget in the Inspector General’s Office is included under the
discretionary accounts so we are very much aware of that. What we
are looking for is a funding mechanism by which you would not
have to increase the cost to the taxpayer.

We are very proud of the fact that we return about $80 to the
taxpayers for every $1 invested in the Inspector General’s budget.
We would like to help increase that return on investment by hav-
ing more money to work with to bring more money back.

Mr. CHRISTENSEN. In closing, it sounds like you are doing a good
job and I know that we want to do whatever we can to help you
in your efforts. But I am always concerned by government agencies
that police and monitor everything in the private sector. For exam-
ple, other organizations, namely the EPA, have been nothing more
than huge bureaucracies as far as their fining and overpolicing of
the private sector.

What suggestions would you have for us to monitor better
through private sector solutions? Any ideas?

Mr. MANGANO. Let me mention that there are a lot of checks and
balances against our being abusive in policing the system. The sys-
tem is replete with checks and balances. We cannot have a success-
ful prosecution unless a U.S. attorney decides the case is worthy
of carrying forward. We can’t have a successful prosecution unless
a judge or a jury awards damages, et cetera.

With regard to the private sector, we helped start about 10 years
ago an organization called the National Health Care Anti-Fraud
Association. It is an association of large insurance companies that
have banded together in this association to begin their assault on
fraud and abuse.

We have been working with that organization for the last 10
years and in fact hold a seat on its board. We have training ses-
sions once a year to help them understand the kinds of schemes
that we are finding in the government that they can then pick up
on and look at in their own insurance companies. Occasionally they
tell us of things that they are finding that we could follow up.

Mr. CHRISTENSEN. Thank you. :

Thank you, Mr. Chairman.

Chairman THOMAS. The gentleman from New York, Mr. Hough-
ton.

Mr. HouGgHTON. Thank you very much, Mr. Chairman.

Thank you gentlemen for being here. Your testimony was ex-
traordinarily interesting, as this whole thing is. I have got to say
that the study and understanding of our health system is the sin-
gle most complex issue I have tried to ever wrap my arms around,
so I appreciate your particular illustrations here.

I guess I want to ask a broad question here. You both have said,
you said, Mr. Mangano, that Congress has got to study the merits
of a variety of different approaches and I think Mr. Scanlon you
said the same thing. There are specific things that can be done, but
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you suggested about correcting fraud reimbursement policies, we
really ought to get into the larger picture.

I guess the question I have got is this. I don’t know whether we
are trying to work a system that has just gotten too big. I don’t
know how you feel about this. You argue the programs and com-
plexities preclude swift, simple solutions. But are you really saying
that this means we should have an entirely different approach?

And let me just add one other thought here. That the bigger the
system, the more micromanaging is necessary. So is there a way
to flip it so that the individuals are monitoring the systems the
way they do in other parts of life, or do we have to continue man-
aginr,;; an ever-increasing huge bureaucracy which is called Medi-
care’

Mr. ScaNLON. I think I share your frustration about trying to
come to grips with the health care system and I think part of it
is the same kind of frustration that individual consumers face in
trying to assess what types of health services they need. Basically,
we all suffer from an information problem. We don’t know what
services are really required for our best interest and, therefore, we
need to rely on providers, creating an essential conflict of interest.

This proglem is being addressed by the private sector. As the
previous panel indicated, the private sector is well ahead of the
curve in terms of trying to create a set of incentives for both pro-
viders and consumers that encourage the delivery of appropriate
care. Medicare is a huge program and there have been a number
of proposals to reform it that have talked about still giving people
maximum choice, including remaining in the traditional program.
Our concern is that while taking advantage of the private sector
initiatives is essential for Medicare to consider, there is still a need
to worry about the management of what remains in the traditional
program. And that is a daunting task given the complexity and the
size of this activity.

I think the private sector is also not ready to suggest that they
have a simple or single solution to insure only appropriate care is
delivered, but that they are trying a variety of alternatives. One of
the private sector’s advantages is that it is able to move much more
quickly in terms of changing its system than can a public program.

Mr. HOUGHTON. Would you like to answer, Mr. Mangano?

Mr. MANGANO. I would just like to add we share your concern.
This is a massive system. When I talked about $178 billion in Med-
icare, that was only the Federal money and not the beneficiaries’
portion of it. That doesn’t even take into effect the Medicaid sys-
tem, which is another $92 billion Federal money and then States
share after that.

I think you have to work a system that is that large from many
different factors, many different facets. One of the best ways we get
good leads for investigations is when beneficiaries get a notice in
the mail from their insurance company saying that Medicare paid
x amount for these following services and the beneficiary will say,
wait a minute, I didn’t get that kind of service and they will call
our office and tell us about it.

I think some of the approaches through managed care have a lot
of promise. Right now I believe Medicare has about 8 to 10 percent



86

of its beneficiaries in managed care. Managed care presents a dif-
ferent kind of problem.

In the fee-for-service system, we are worried about beneficiaries
getting unnecessary services. In managed care, we have to be con-
cerned about some, and granted it would be very few, providers
who would provide too few services to increase their profits.

What we can do is automate the system as much as possible to
identify where the aberrancies show up. When we see these rocket
ship charts where, all of a sudden, for 1 or 2 years costs go up dra-
matically, we know something’s happening in the marketplace. We
have to jump in and take a look at it. Medicare has taken a num-
ber of initiatives which do take advantage of some of that tech-
nology.

Mr. HOUGHTON. 1 guess the worry I have, I have only got a little
time left, is there is such a huge discrepancy between those who
pay and those who receive and there are so many inner layers that
you said in your testimony, Mr. Scanlon, that the government has
tried to take a couple of cuts at this. One was in this PPS, prospec-
tive payment system, and the other was in terms of this resource-
based relative value scale.

I don’t know how many people out there in the United States
really understand what that is. But what we are trying to do is to
constantly take a cut at a system which is really imperfect and it
doesn’t give the people who receive an incentive to save money be-
cause they don’t know how to do it.

Mr. ScaNLON. I think that is the case. We have not found the
solution as the previous panel indicated. Almost all Medicare bene-
ficiaries have some form of secondary payment that removes the in-
centive that program designers attempted to create through coin-
surance to make people more sensitive to the cost of services.

The resource-based relative value scale and the prospective pay-
ment system have had their impact in changing provider behavior,
though. As the panel indicated, there are other areas within those
two broad systems where things could be improved and what we
have tiied to identify today are other areas that also are in need
of improvement.

Mr. HOUGHTON. Thank you, Mr. Chairman.

Thank you, gentlemen.

Chairman THoMAS. Thank you.

Mr. Kleczka.

Mr. KLECZKA. Thank you, Mr. Chairman.

Mr. Mangano, I have always been of the opinion that home
health care in the long run wilf'save dollars versus nursing or hos-
pital care. Now, my question is: If in fact we can root out the pay-
ment for nonvisits and some of the other abuses, is that statement
not still correct?

Mr. MANGANO. I believe there is great promise in home health
care services because it does eliminate the need to have persons go
to nursing homes, which is the most expensive care that we can be
providing in this country. So if we can ratchet down some of these
abuses in the system, I think we also need to be thinking about
mechanisms to avoid some of the most prevalent abuses.

In addition to services that are not wanted, you can get into the
problem of having services that are beyond what is needed in a
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case. A physician has to fill out a form that would allow a person
to receive home health care services, but that physician usually
does not follow the patient after they have completed that evalua-
tion. They don’t make house visits, and they don’t look at the man-
aged care.

We have been looking at a variety of other systems used by other
payers, like the Veterans’ Administration, the CHAMPUS program,
Civilian Health and Medical Program of the Uniformed Services,
HMOs in which they establish a case manager. That case manager
would decide whether the person really appropriately needs those
benefits. They will follow the utilization and the progress of the
beneficiary. They will also cap the number of visits, and they will
require a copayment.

Mr. KLECZKA. We have a project program going on, a 3-year
p}xl'oject program in Milwaukee caded “I-care” which 1s doing exactly
that.

Mr. MANGANO. Right.

Mr. KLECZKA. During this period, have we seen any reduction in
cost for part A or the nursing home?

Mr. MANGANO. Absolutely not.

Mr. KLECZKA. Why? Because utilization has increased? Or is it
hard to say?

Mr. MANGANO. In the home health area, the number of visits has
doubled in the last 4 years. The nursing home costs have also been
going up steadily for the last 4 years. The home health benefit has
all of a sudden skyrocketed.

We can claim that there are technologies that can be carried out
in the home so that people don’t have to go to a nursing home. The
numbers of people added to the aged population are also increas-
ing.

Mr. KiLECZKA. That is why you can’t track cost savings because
you are not tracking that one piece.

Mr. MANGANO. That is correct.

Mr. KLECZKA. You might track a bunch in health care, all of a
sudden 30 more go into nursing homes. You indicated in your
statement skilled nursing facilities are billing under part B where
they should be covered under part A. We have intermediaries who
are charged the responsibility of reimbursing those providers. Why
don’t they buck those claims?

Mr. MANGANO. They have trouble matching the person with the
two different billings. The Medicare program will receive a billing
for part A services for a person in a nursing home. The part B is
really a separate process. They have to have a process where they
begin to match these. In doing this study, we had to physically do
matches between the two programs so we could track the individ-
ual beneficiary.

Mr. KLECZKA. But you would think that once they pull up Joe
Smith on the screen, and the code is nursing home patient, B
should not be applicable for reimbursement.

Mr. MANGANO. Right. That is correct. And clearly Medicare needs
to do a better job in that area.

Mr. KLECZKA. The next question is relative to the example you
have with the cleanup devices where a packet is $4, but the split
up, it is $20. Is there any additional financial incentive to the nurs-
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ing home to buy the $20 split package versus the $4? What is their
cut? What is their benefit?

Mr. MANGANO. We found some real interesting things when we
did that. We found nursing homes getting boxes and boxes of sup-
plies of these kits. The medical equipment supplier was charging
them off to the individual beneficiary and sending its bill directly
to Medicare so the nursing home never saw the bill.

So there is an advantage to the nursing home in that they have
this large supply of medical devices and supplies that they can use
on an everyday basis for all the beneficiaries in the home. These
are things we think would have been the normal responsibility of
the nursing home itself.

Mr. KLECZKA. OK, but what is in it for the nursing home?

Mr. MANGANO. Free supplies.

Mr. KLECZKA. They get free supplies, so that saves them over-
head costs and equipment costs.

Mr. MAaNGANoO. That is correct.

Mr. KLECZKA. The supplier is the one making all the money from
that transaction?

Mr. MANGANO. That is correct.

Mr. KLECZKA. Mr. Chairman, let me go on to one further ques-
tion. A letter I received from a constituent who writes to me he has
power of attorney for his mother-in-law. She has Alzheimer’s and
recently became incontinent. They were told, or the family was told
by the residence where the mother-in-law stayed, that the devices
for the incontinence would cost somewhere around $2 apiece. So
the residents went out and purchased these from a company in
Florida, Tampa, Fla., called Meditech. And the end result was that
instead of $2 per item for the incontinent diaper, they were billed
for the urinary collection devices, some $1100, which translates to
over $10,000 on average per year. And the constituent talks about
Depends. Are you aware of, and I guess there might be many
kinds, are you aware of what is a urinary collection device and how
does that differentiate from a Depends?

Chairman THOMAS. I tell the gentleman, just earlier, we had a
show and tell and we have got to repeat the show and tell?

Mr. KLECZKA. No, no.

Chairman THOMAS. This has an impact and you need to see it.

Mr. KLECZKA. I was here.

Chairman THoMas. That is it.

Mr. MANGANO. This is one of the devices, the female urinary col-
lection device which Medicare is billed $7.38, as opposed to the 33
cents for the diaper.

Mr. KLECZKA. That could be the urinary device.

Mr. MANGANO. That could be it.

Mr. KLECzKA. Originally the resident said it would cost $2 and
they were talking something similar to a Depends.

Mr. MANGANO. Yes. Depending on what the device was itself. An
individual diaper, we can buy for 33 cents. But depending on what
the specific needs of the individual was, that device may be some-
thing more elaborate than that.

Mr. KLECZKA. But the individual indicates that the only dif-
ference in his—and he is not a medical expert, is that the Depends
are not wrapped separately. The device that they are paying for,
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that we are paying $10 for, is wrapped separately. So evidently
there must be a comparison with diaper, the diaper versus the de-
vice you showed us before. ‘

Mr. MANGANO. Or it could be what we call fragmenting the bill-.
ing where they take a package which has maybe three or four
items in it, separate them and bill separately for each of those par-
ticular items so the cost when you are billing separately is much,
much higher than billing for the one individual package.

Mr. KLECZKA. Evidently there were two shipments, one for 27
and one for 25, so there is some bulk there.

One last question since I have a little time left, Mr. Chairman,
or I can come back in the second round?

Chairman THOMAS. If you have got one last one, go ahead.

Mr. KLECZKA. For a product like this, does a doctor issue an
order?

Mr. MaNGaNo. No.

Mr. KLECZKA. Or can a home go out and get it?

Mr. MANGANO. A home can order it for the patient.

Mr. KLECZKA. It is their decision whether the patient should
have a Depend or an individually wrapped device?

Mr. MANGANO. That is correct.

Mr. KLECZKA. Why wouldn’t they go local purchase versus run-
ning to Meditech in Tampa, Fla.?

Mr. MANGANO. There are any number of reasons.

Mr. KLECZKA. There are a lot of pharmacies where they can be
purchased.

Mr. MaNGaNo. What we found is a very aggressive marketing
strategy on the part of medical suppliers to go to the nursing
homes and say Medicare has an expanded benefit for this particu-
lar type of service. They say, “If you order from us, we would take
care of all the needs of your nursing home. You don’t have to go
and deal with a lot of other providers.”

The nursing homes will say, “Are you sure that Medicare covers
this”? “Absolutely, and you won’t have to bill for it yourself. We are
going to bill for it through Medicare part B.”

Mr. KLECZKA. Who gets the color TV at Christmas? I am sorry.

Chairman THoMAS. The gentleman’s time has expired.

Mr. Johnson of Texas.

Mr. JOHNSON OF TEXAS. Thank you. Appreciate you bringing that
issue up.

I, you know, agree with an earlier questioner that looks like to
me you guys are getting into micromanaging the system. And even
though you claim you make a lot of savings, which I have heard
many times in Texas from our own comptroller, give us more peo-
ple, we will return you more money, somewhere there is a point of
diminishing returns or no returns.

Can you tell me what level of additional resources you think you
need to maximize your activities and why?

Mr. MANGANO. We are not even close to seeing the bottom of this
barrel. We will get a minimum of 2,000 to 3,000 allegations a year.
We can’t really work but about one-third of those. We will pass
them on to other law enforcement organizations in hope that they
can cover it.

As the health care dollar has increased——
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Mr. JOHNSON OF TEXAS. Well, when it becomes a matter of law
or a violation of law, why shouldn’t the eriminal or investigative
processes do this?

Mr. MANGANO. The FBI has authority to do it but they are busy
on a lot of other things as well. There are State Medicaid fraud
control units.

Mr. JOHNSON OF TEXAS. What you are telling me is you need to
be a separate police unit or a separate investigative unit, the ones
that are set up to do that work, which are authorized by law to do
that work, you are going to usurp their power.

Mr. MANGANO. The Inspector General Act of 1978, which dealt
with the Inspectors General, required the Inspectors General to
have two basic functions. The first was to audit the programs of
our department and the second was to carry out investigations of
fraud and abuse against the programs of our department. So we
have been doing this for a number of years.

Mr. JOHNSON OF TEXAS. I don’t have a problem with that. But
you also say that you are going to do studies and provide informa-
tion about how non-Medicare payer structures manage their home
health benefits. It sounds like that is a process that ought to be left
to the private sector and not to an IG.

Mr. MANGANO. The kind of studies we do are meant to look at
the programs of our department and see where the vulnerabilities
are so we can follow up with specific audits or specific investiga-
tions. Occasionally we will look to the private sector where we
think there is something to be learned about how the Federal Gov-
ernment can do its job better.

For home health services, we took a look at the private sector to
see how some of the managed care companies are doing. We think
this information can be useful to the Medicare program as well.

Mr. ScaNLON. In addition to fraud activities, there is the ques-
tion of abuse. Not necessarily intentional abuse, but providers un-
wittingly or unknowingly providing services that the program does
not want to pay for. There isn’t, in our view, adequate attention to
those kinds of occurrences because contractors’ budgets, in addition
to the Inspector General’s budget, have declined over the years rel-
ative to the volume of claims that are coming in to be processed.
A greater investment in oversight would now seem to be able to
generate savings.

But we would agree with you that it is not an unlimited invest-
ment that is called for but a carefully monitored investment to see
what the returns are in savings. Additional investments should
stop as soon as those returns decline to a point where the invest-
ments are no longer justified.

Mr. JOHNSON OF TExaS. OK. And Mr. Mangano, though, is it
true gr false that you are duplicating some of HCFA’s audit proc-
esses?

Mr. MANGANO. No, absolutely not. As a matter of fact, at the be-
ginning of the year and many times throughout the year, we will
sit down with HCFA to go over the kinds of activities that they are
going to be carrying out that year. We work very closely with them
to make sure we don’t duplicate each other. Neither one of us has
a dollar to spare in this activity so we are trying to make it go as
far as we can.
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Mr. JOHNSON OF TEXAS. Would it be more economical to have it
all in one agency, yours instead of the Health Care Financing Ad-
ministration? V&Ky do they have one?

Mr. MANGANO. There are a number of activities that they carry
out that I would consider program management activities. When
you cross the line into auditing activities and investigation, you are
moving into the Inspector General’s area, but there are some activi-
ties that sort of look in the middle, in the gray area; and that is
where we want to make sure we don’t duplicate each other.

Mr. JOHNSON OF TExAS. Well, I would agree with that. Thank
you.

Thank you, Mr. Chairman.

Chairman THOMAS. Thank you, Mr. Johnson.

If anybody is watching this either live or some time in the future,
I am sometimes really concerned that folks who aren’t in this room
think we are as dumb as we appear to be and I want to assure any-
one within my voice or picture that we are not. When you set up
a fee-for-service program and it is a catch-me-if-you-can operation
and there are people out there who are willing to be not just uneth-
ical but criminal in their behavior, the report that you have given
us would clearly occur.

When you add billions of dollars to that mix, this report, al-
though sad, probably shouldn’t be unexpected. If you pay someone
money to dismantle a package and you are dumb enough to pay
them for the specifics in the package, which total greater than the
package itself, someone will do that.

So as we listen to your testimony, it is neither all that enlighten-
inf or significant to me except to say that we have been dumb for
a long time. But it is just not us. The system was dumb for a long
time. And there are ways to learn from what is going on in the pri-
vate sector to correct our problems.

Isn’t it reasonable to say that if you capitated the payments in
a general area for services, that crooks would tend to get out of the
business because they don’t have this multiplier or additive proce-
dure which is of no problem to them but that if it was a capitated
system and they had to deliver services under a structure in which
all of the dollars didn’t matter, just the final service did, that we
could go after this problem to a certain extent?

Isn’t that true? Either one.

Mr. ScaNLoN. I think we find that the problems that we have
been noting today are in areas where there is no form of capitation.
As Dr. Altman pointed out, the Medicare prospective payment sys-
tem in some ways capitates the admission to a hospital. We are
finding that areas where we allow the breakdown of services into
their individual components and separate billing are where the
problems occur.

The challenge in correcting those situations is to define what is
going to be the unit of service that we are going to capitate. Global
capitation, such as moving into managed care with HMOs, is one
alternative. The HMOs then face the challenge of dealing with
their providers to define units. To the extent that we maintain a
fee-for-service system in Medicare, we will have to develop alter-
native capitation units to better manage service provision.
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Chairman THOMAS. At least with the managed care, you have
turned folks in on themselves in terms of making decisions. What
I have heard from this testimony to a great extent, the fraud is de-
tected by individuals who know they didn’t receive particular serv-
ices yet the billing procedure oftentimes does not pass through the
individual, so even if they were knowledgeable, which many of
them are not nor should they be, even if they were aware of the
procedures that were going on, which is very difficult to detect, the
way in which we do it now would evade them anyway. Ultimately
when you put it under a managed care structure, people can vote
with their feet on the overall performance of the structure.

It is now impossible for people to carry out that kind of a rela-
tionship. And so you know, your information is useful. It confirms
the fact that as we change the system in the larger sense of going
to a performance criteria and volume controls, we have had a whole
new area open up, not because it wasn’t there before but because
the people who couldn’t make money in other areas were now look-
ing to game the system under new areas.

And Mr. Mangano, in terms of your home health question, there
is no question people are aging and no question technology is com-
ing along. I think the real spiker for that curve were court deci-
sions in which HCFA previously was able to deny certain services
and the Congress has failed to pass law to match the court case
which has opened up the opportunity for these people to be even
cleverer than they have been in the past about bilking the system.

Let me ask you about MTS, the medical transaction system. Ob-
viously Mr. Kleczka was talking about catching people in terms of
getting a billing in one sense and crosswalking it to another. Would
we have had the computer capability to track all of the inputs com-
ing into the system, where are we on MTS?

Mr. STROPKO. I think we are about——

Chairman THOMAS. Would you identify yourself for the record?

Mr. STROPKO. Ed Stropko, Assistant Director, with the General
Accounting Office. HCFA is 3 to 4 years from implementing MTS,
They have fallen a little behind schedule but it is an important sys-
tem for them to develop.

Chairman THOMAS. We are going to attempt to provide you with
those administrative simplifications and computer capabilities as
we move a modest reform bill. It should have been done in the
103d Congress, while people wanted to reinvent the world, we were
unwilling to provide you with simple accounting tools which are
currently available and more and more people are making use of,

In your testimony, Mr. Mangano, you referred to southern Flor-
ida. In terms of the kind of fraud and abuse that you have looked
at, have you done sufficient studies to get a feel for the regionality
of the fraud and abuse or is it that you just went to particular
areas because you thought they were high in fraud and abuse?

Do you have any statement that you might want to make for the
record on what you feel, if you are capable, of the regional abuse
of the system?

Mr. MaNGaNoO. Well, we are finding that south Florida is an area
that is rising dramatically in the fraud and abuse area. We have
just, with the very few resources we have had, we just increased
the number of investigators we put down there,
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The study I mentioned regarding home health services where we
found 75 percent of those claimed were not a ;ﬂ-opriate, we are
now doing a statewide survey which we should have complete in
a relatively short timeframe to see whether the entire State of
Florida has similar problems within that regard.

We are focusing a lot of attention on south Florida. The amount
of dollars-—it is one of the four top States in Medicare expenditures
for the country, so you naturally would think it would have a high
rate of fraud and abuse.

Chairman THOMAS. Thank you. Any additional questions?

I want to thank the panel very much for your testimony.

Mr. MANGANO. Thank you.

Chairman THoMAsS. I would ask the third panel to come forward.

I understand we have a replacement for the American Hospital
Association, Rick Pollack will substitute. Donald Lewers of the
American Medical Association; Dr. Nelson Ford, Association of
American Medical Colleges, Larry Gage for the National Associa-
tion of Public Hospitals; and Dr. Paul Ebert for the American Col-
lege of Surgeons. .

We will start the testimony with Mr. Pollack.

STATEMENT OF DICK DAVIDSON AS PRESENTED BY RICHARD
POLLACK, EXECUTIVE VICE PRESIDENT AND DIRECTOR,
AMERICAN HOSPITAL ASSOCIATION

Mr. PoLLACK. Thank you, Mr. Chairman.

We appreciate this opportunity to share our views. Mr. Chair-
man, there has been a tremendous political change in the country
and nobody knows that better than you and your colleagues, and
change is what we are here to talk about today.

America’s hospitals and health care systems understand that
change is needed in Medicare and we favor change if it brings bet-
ter care to seniors and reduced cost to all citizens who help finance
the program. But in bringing about changes, we also must not lose
sight of the contract with America that was signed 30 years ago
and that is Medicare.

We have heard from many people that they have pledged to pro-
tect Social Security from budget reductions while suggesting that
Medicare is fair game. Yet for the elderly patients we serve, the
fact of the matter is that Medicare is Social Security. For most sen-
iors, the value of the Medicare benefit package is as important as
Social Security. Medicare benefits are irreplaceable. They would
not be available from any other source.

A large part of Medicare is funded through the same payroll tax
as Social Security. Medicare is one of three Social Secunty trust
funds and, like Social Security, Medicare expenditures for part A
are supposed to be self-financed and not contribute to the Federal
deficit. The bottom line is that Medicare and the people it serves
deserve the same protection from political and budget deficit pres-
sures as Social Security enjoys.

While we recognize that Medicare outlays continue to grow at a
rapid pace, there are very legitimate reasons for those increases
and we have detailed them in our written statement which is based
on a recent study by Price Waterhouse that we would also be
pleased to make available to the committee.
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Having said that, we recognize that doesn’t mean we don’t have
an obligation and responsibility to achieve efficiencies in Medicare.
The fact of the matter is that the Hospital Insurance Trust Fund
is expected to go bankrupt shortly after the turn of the century.
That is why we must fundamentally rethink the way we deliver
and finance services to its beneficiaries and how we govern the pro-
gram if we are to keep it viable for the future.

In our view, there is a right way and there is a wrong way to
achieve savings. The wrong way would be to continue business as
usual—and that would involve more arbitrary cuts to providers and
that gvould involve using those savings to finance other legislative
agendas.

It is important to recognize that since OBRA 1987, medical hos-
pital spending cuts of $48 billion have had a major impact. These
actions will cause genuine hardship, particularly to many rural and
inner-city urban hospitals who are already in f)'x'nancial peril. Data
from 1992 show that hospitals lose 11 cents on the dollar for Medi-
care services. Clearly, continued ratcheting down of provider pay-
ments will exacerbate this already fragile situation. And even
ProPAC says that there are limits to the ability of Medicare to re-
duce payment growth without hurting access to quality care.

To deal with the problems constructively and for the long term,
we need to move the part A trust fund off-budget and out of the
political crosshairs ang then we need to make structural changes.
We believe that moving toward coordinated care or managed care
is the right way to change Medicare. As we have learned from the
private sector, creating an efficient delivery system for Medicare
beneficiaries must be a part of the solution..

More and more, coordinated care plans are providing services in
a seamless fashion, both providing comprehensive benefits and no
longer forcing seniors to bounce around from one unconnected facil-
ity to the next. In fact, a recent study found Medicare enrollees in
coordinated plans just as satisfied with their overall care as those
in fee-for-service, and CBO confirmed that coordinated plans can
save money as recently as last week before the Senate Budget
Committee.

One last point, Mr. Chairman. We also believe that we need to
reexamine how we govern the Medicare program and its trust fund.
We think that the %est way to accomplish this is through the cre-
ation of an independent citizens’ commission and a process which
involves the following steps from a conceptual perspective. First,
the commission would establish a benchmark of what level of fund-
ing is needed to maintain current commitments to the Nation’s sen-
iors.

Second, Congress would then establish a target for how much it
wants to spend on Medicare.

Third, the commission would translate that number—through a
process open to the public—into recommendations for a benefit
package that those funds would support and the appropriate pro-
vider gayments. Congress would then vote on this package in an
up or down manner on a fast track basis.

In this way, we can have an open discussion about how much we
want to spend and what we want to buy for those funds. It doesn’t
mean that the pressure would be off to achieve savings. What it
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does mean is that there would be an open process for balancing
available resources with appropriate benefits. What it does mean
is that Medicare spending decisions would be made on the basis of
what is necessary to keep the program viable rather than using
Medicare as the source to finance other legislative agendas.

So in closing, let me reiterate our commitment to change. Let me
reiterate our commitment to work with you in a constructive man-
ner to fundamentally rethink how we maintain that promise that
was made 30 years ago to our Nation’s elderly. And finally let me
reiterate our hope that we do not resort to business as usual.

[The prepared statement of Mr. Davidson follows:]
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Mr. Chairman, I am Dick Davidson, president of the American Hospital Association. 1 am
pleased to testify today on behalf of AHA's 5,000 institutional and 50,000 individual
members. The Medicare budget issues under consideration are crucial to the lives of older
Americans. Hospitals and health systems believe that we have an obligation to be there
when they need us. For many hospitals, heaith systems, and elderly Americans, that means
that the federal government must live up to another Contract With America -- a contract
signed 30 years ago: Medicare.

MEDICARE IS SOCIAL SECURITY

In all of the political debate and discussion about tax cuts and balanced budget amendments,
one government program has remained off the table: Social Security. Many Democrats and
Republicans have openly pledged 1o protect Social Security from budget reductions, while
suggesting that Medicare is fair game.

We believe, however, that Medicare is Social Security, and that it deserves the same
protection as Social Security. Medicare and Social Security are both “contracts™ with our
nation's elderly to provide health care and a measure of financial security. A significant
portion of Medicare is funded through the same payroll tax as Social Security. Medicare is
one of three Social Security trust funds. Medicare serves the same seniors as Social Security
serves. Like Social Security, the Medicare trust fund is not adding to the federal deficit.

The Medicare benefits Americans receive are irreplaceable. They would not be available
through any other source. And, for most seniors, the value of their Medicare package is as
important as Social Security. In short, Medicare and the people who rely on it deserve the
same protection from political and budgetary pressures as Social Security enjoys.

America's hospitals and health systems understand that there needs to be change. In fact, we
are at the forefront of change in communities all across the country. We strongly favor
change that will lead to better care for our nation's seniors and to reduced costs for all
consumers.

However, in seeking to bring change to a program that admittedly needs to be fixed, we
must be careful not to take short-term actions — like further arbitrary spending cuts — that
could make long-term solutions harder to implement.

GROWTH IN MEDICARE SPENDING: THE REASONS BEHIND THE RHETORIC
There's no question that Medicare spending is growing. Many policymakers who want to
arbitrarily slash Medicare spending will tell you that it is growing faster than other federal
programs. And they are right. But it's important to take a closer look at why. The AHA
commissioned a study by Price-Waterhouse that was released just over a week ago. We
“iearned some very interesting things. For instance:
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L Inflation and enrollment growth accounted for nearly 89 percent of Medicare
spending growth since 1980.

L4 Growth in Medicare enroll b 1980 and 1993 was double the rate of
growth in the general population. At the same time, enrollees over 75 years
old as a percentage of all elderly (over 65) grew to 43 percent in 1993 and are
expected to reach nearly half by 2005.

[ The proportion of Medicare spending on hospital care has declined from 70.2
percent in 1980 to 60.1 percent in 1993.

o Medi hospital spending growth is lower than growth in Medicare spending
for other services.

Since the Omnibus Budget Reconciliation Act of 1987 (OBRA 1987) was enacted, Medicare
hospital spending cuts of at least $48 billion have had significant impact on hospitals and
health systems. So have Prospective Payment System (PPS) payment rates that haven't kept
up with inflation. On Medicare inpatient and outpatient care combined, 1992 data show
hospitals losing 11 cents on the dollar.

We know in the last year hospital cost performance has improved -- hospitals are working
hard to make that happen, and we understand there may be an improvement in hospitals’
Medicare margins as a result. Despite this improvement on the cost side, hospitals' overall
financial health is less rosy -- the bottom line is that nearly one-quarter of all hospitals are
still operating in the red.

In the past, hospitals have coped with Medicare spending reductions by shifting costs -- by
passing the difference on to other payers, like non-Medicare patients and their employers.
But those days are fast disappearing.

Simply put, the market is shutting down the cost-shift option. Managed care contracts and a
growing number of private insurers who negotiate discounted prices are making cost-shifting
a thing of the past. This leaves hospitals with unpalatable options: reduce the size of the
work force; reduce services and programs; or both. Either action takes us farther from our
mission of providing the highest-quality health care to all the people we serve, including
America's elderly.

MEDICARE PART A TRUST FUND 1S IN JEOPARDY

While we are committed to working with you to achieve further efficiencies in the Medicare
program, we will continue to oppose "business as usual:* further arbitrary spending
reductions, and proposals that would substantially reduce or freeze the hospital update factor,
or lower special payment adjustments like the indirect or direct medical education
adjustment, or the disproportionate share adjustment.

Even ProPAC says there are limits to the ability of the Medicare program to further reduce
the rate of increase in payments for inpatient hospital service without hurting access to
quality care for beneficiaries. The commission says that continued Medicare support for the
additional costs associated with teaching programs is especially necessary in the absence of
explicit financial support for these activities from other payers. And the commission notes
that continued Medicare support for hospitals that are truly isolated or that serve Medicare
beneficiaries residing in underserved areas is necessary to ensure access to care. We agree.

To protect Medicare and its beneficiaries, Congress should protect the Hospital Insurance
Trust Fund. Balanced budgets, tax cuts and increased defense spending are popular goals,
but trust fund balances should not be used to meet those goals. We need 1o shore up that
fund, not weaken it further. Under even the rosiest scenario of the fund's Board of Trustees,
the Hospital Trust Fund will be insolvent by the year 2004; a more conservative estimate
gives it until the year 2000.
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To deal with the problem constructively, and for the long term, we first need to move the
Part A trust fund off-budget and out of the political cross-hairs. Then, we need to make
fundamental, structural changes in the Medicare program -- like moving it toward
coordinated care.

MOVING MEDICARE INTO COORDINATED CARE

In communities all across the country, hospitals, health systems, physicians, health care
practitioners, local agencies and business leaders are working together to make their
communities healthier. They are forming parmerships that bring a more coordinated health
care delivery system to people. -

These partnerships -- or networks -- focus on community needs and address underlying
problems that contribute to poor health. Networks ensure that the right care is available at
the right time. Through cooperation and collaboration, networks reduce excessive
duplication of services and technology.

By being paid a fixed, up-front fee per member, they have incentives to use resources for
prevention, health education and community outreach. They can also save money. A Group
Health Association of America study shows that coordinated care plans, on average, reduced
their overall premiums 1.2 percent for 1995. After years of premium increases, these plans
are headed in a new direction.

For Medicare beneficiaries, coordinated care means greater ability to meet their needs and to
deliver preventive care. More and more, coordinated care is covering all Medicare services,
plus coverage for vision, dental, preventive services and even hearing aids -- benefits that
most "Medigap” policies don't provide. Many coordinated care plans eliminate the 20
percent co-payment seniors must pay for doctor visits, and at the same time eliminate
mountains of claim forms. These may be key reasons why a recent survey by the consulting
firm of Frederick/Schneiders found that Medicare enrollees in coordinated care plans are as
satisfied with their overall care as those with fee-for-service insurance.

Most importantly, coordinated care networks can bring Medicare beneficiaries closer to a
better vision of health care for the future: a connected health system, with everyone who
provides care -- doctors, hospitals, nurses and others -- linked together and communicating
with each other at every stage of treatment and service.

Moving the Medicare program toward coordinated care is an idea that makes sense and one
that many people believe will save money for our heaith care system. Take a look at the
tremendous change that is going on right now in the private sector and the impact this change
has already had on health and health care costs. According to the most recent Congressional
Budget Office (CBO) projections, a shift from fee-for-service health care to coordinated care
in the Medicare and Medicaid programs would generate overall savings of about 8 percent.

Coordinated care works. It works better than the old-fashioned, fragmented system we must
pull away from. And it can bring better, more efficient care to older Americans who entrust
their health to Medicare. There are a number of options Congress could consider that would
help move Medicare into coordinated care. Here are a few:

L Fix the current methodology used to pay Medicare risk contractors -- There is
general agreement that the current payment system is flawed, and Congress has
directed the Health Care Financing Administration (HCFA) to propose revisions by
October. Current payment is based on the Adjusted Average Per Capita Cost
(AAPCC) of care in a county. Medicare should eliminate geographic inequities in
payment across counties, inequities due to variable health status of local populations,
and inequities due to differential utilization of services in local area, which affects
costs and the calculation of the AAPCC.

L4 Model the Medicare program after the Federal Employees Health Benefit
Program -- For federal employees, the government makes a fixed contribution and
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the employee chooses from a wide variety of plans. Medicare could do the same on
behalf of its beneficiaries if they choose to enroll in a coordinated care plan in the
private sector.

[ Provide financial incentives for Medicare beneficiaries who choose coordinated
care options that are available in their area. These plans, offering comprehensive
services at lower than current fee-for-service prices, give seniors better value for their
Medicare dollars.

[ Explore new ways of paying coordinated care crganizations that contract with
Medicare -- a new approach would allow plans in the same market area to bid
competitively for Medicare contracts, for example. Bidding would have the effect of
setting different market prices in local areas for Medicare coordinated care enrollees
in a way that takes into account local costs and health care needs.

[ Expand the types of plans that Medicare beneficiaries can choose -- Currently,
beneficiaries can choose care through some health maintenance organizations (HMO)
or traditional fee-for-service providers. Medicare should also contract with the
growing number of non-HMO networks of care that meet high standards for quality
and public accountability, and offer a full continuum of services for a fixed premium.
New types of contracts could be negotiated with these non-HMO networks in which
the networks and the Medicare program would share risk.

[ Provide seniors with more information on coordinated care plans -- send a list of
local coordinated care plans directly to beneficiaries and give them an annual report
that compares coordinated care and fee-for-service plans on the basis of premiums,
supplemental benefits, cost sharing, and quality ratings. This will make seniors more
knowledgeable consumers and will highlight the benefits of coordinated care.

. Allow for an open enrollment period each year, during which Medicare
beneficiaries can elect to receive services from a coordinated care plan -- and make
their choice of a managed care plan valid for one year instead of the current 30-day
period, to enable the plan to better manage beneficiary needs and practice preventive
care.

We are already seeing the beginnings of a transition to coordinated care for many seniors.

In the longer-term, this can bring lower costs and more efficient health care to seniors, and
ultimately restructure the Medicare program itself. But, what about the process under which
Medicare budget decisions are made? That process has to change as well.

BRINGING FUNDING DECISIONS INTO THE SUNSHINE

The American people have a right to know that what their nation spends on Medicare is
buying the best benefits and the most efficient care. They should rest assured that federal
budget pressures won't get in the way of providing good health services for older Americans.
AHA urges Congress to create an independent citizens' commission to do this job.

An independent commission would ensure that the people who rely on Medicare don't fall
victim to political horse-trading or pressures to cut the deficit, cut taxes, or increase defense
spending. Those pressures have led to congressional, back-room, middle-of-the-night
Medicare cuts of $100 billion under the past two budget bills.

An independent commission would get the process out of the back rooms and into the
sunshine. The commission would do an independent study on the spending needed to
maintain current commimments. Then, Congress can set a target for how much it wants to
spend on Medicare. The commission would hold public hearings, translate the congressional
target into recommendations for a benefit package and provider payment rates, and present
Congress with its recommendations -- which would then be voted up or down as a package.

This way we can have an open and honest discussion about how much we want to spend --
and what we can buy for that money. The commission would also provide an annual report
to Congress on the quality of care and access to care under the Medicare program.
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Creating an independent ¢« ission to make r dations on Medicare spending and

benefits doesn't mean that we won't constrain growth. It does mean that we'll do it
rationally, in the full light of day.

CONCLUSION

There is a right way and a wrong way to achieve reasonable reductions in Medicare. The
wrong way is to do business as usual, letting short-sighted political pressures squeeze
Medicare spending and weaken a program that needs to remain strong for our nation’s
seniors. The right way is to restructure the program by providing seniors more choice and
encouragement to participate in a broader range of coordinated health plans.

And the right way is to establish an independent national commission to make the tough
choices that will be needed to keep services and benefits in line with available money -- and
to keep Medicare from being a "cash cow” that continually finances other policy initiatives
and legislative agendas.

America's hospitals and health systems look forward to working with this panel to create
constructive change in the Medicare program -- and 1o protect the health care of elderly
Americans that we all serve.
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Chairman THoMAS. Mr. Pollack, thank you very much for your
testimony.
Dr. Lewers.

STATEMENT OF DONALD T. LEWERS, M.D., BOARD OF
TRUSTEES, AMERICAN MEDICAL ASSOCIATION

Dr. LEWERS. Mr. Chairman, members of the committee, thank
you for the opportunity to testify today. I am Dr. Ted Lewers. I am
a practicing nephrologist in eastern Maryland and a member of the
AMA board of trustees.

In addition, for clarification, I am a Commissioner of the Physi-
cian Payment Review Commission, however, my testimony here
today is based solely on the behalf of the AMA.

Thirty years ago, Congress enacted a pledge for America: The
Medicare program. The program’s three promises were that: First,
government interference with medical care would be prohibited;
second, patient choice of provider would be guaranteed; and third,
options for people to protect themselves against the runaway cost
of any health services would be preserved.

Americans put their trust in these three underlying guarantees
of Medicare—autonomy, choice, and individual responsibility.
Sadly, these principles have been eroded in recent years. Simply
stated, budget-based reductions no longer work. A transformation
of Medicare is required if we are to keep the pledge to Americans.

The answer is not simply to throw more money at Medicare, nor
is the answer to continue slashing reimbursement levels. Serious
and irreversible consequences to patient access to care could result
from yet another series of cuts. Physicians have contributed their
fair share to recent deficit reduction efforts.

Physicians account for 23 percent of Medicare outlays, but have
absorbed 32 percent of the provider cuts over the last decade. Be-
tween 1981 and 1993, budgeted physician payments were cut by
$39 billion. OBRA 1993 imposed an additional $47.4 billion in pro-
vider cuts. Yet even in the face of these cuts, physicians have suc-
ceeded in actually holding down the volume increases below the
levels predicted. Physicians actually saved the program billions in
budgeted dollars.

At its inception, part B was to have been 50-percent funded from
general revenues; that number is now 72 percent. We can probably
agree on some of the major factors that have brought us to this
point: Demographics, new technology, increased demand for a wide
range of health services, and a troubling number of fraudulent pro-
viders. But underpinning it all is a fundamentally flawed financing
system that begs to be restructured.

The AMA is pleased to learn that Speaker Gingrich has consid-
ered the formation of a Medicare task force and we are hopeful it
will include patients, practicing physicians, hospitals, and other
providers. We urge Congress toiui]g on the experience and exper-
tise of PPRC, ProPAC, and other groups representing a variety of
providers and patients and we welcome the opportunity to be a di-
rect participant in this process.

The AMA believes that a meaningful transformation of Medicare
must adhere to a few basic principles. First, we must encourage
physician and beneficiary cost-consciousness. As you know, Mr.
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Chairman, we worked with you, Chairman Archer, and Ranking
Member Stark to develop patient protections during last year’s
health system reform debate. We urge this Congress to include pa-
tient protection act language in any reforms of the health system.

Second, we must facilitate price competition among providers to
encourage economic efficiency.

Third, we must reduce intergenerational inequity in financing.
The burgeoning “65 and over” group is putting a greater and great-
er burden on a shrinking working population.

Fourth, we need to think about ways to reduce the number of
citizens who will be dependent on Medicare in the future.

The AMA supports the enactment of tax incentives for medical
savings accounts and privatization using vouchers for beneficiaries
to supglement the purchase of private insurance. Other options the
AMA believes require further examination relate to the financial
status of beneficiaries and the appropriateness of applying means
testing or income rating to recipients.

Last, we need to reduce regulatory and administrative complex-
ity. However, we urge caution. Short-term approaches alone will
not solve the long-term structural problems of Medicare. Moreover,
we cannot be oblivious to the wide variances in need for the elder-
ly; those whose personal resources are inadequate must be helped
to assure that their needs are met.

In conclusion, the need for a farsighted transformation of Medi-
care requires us to look beyond the immediate demand for quick
fixes. The truth is that until Medicare’s underlying financial dys-
function is addressed, my patients cannot be assured that I will be
able to continue giving them the care they require. For my pa-
tients, the bottom%}ne 1s not dollars, it is their health and the qual-
ity of their lives.

Physicians want to continue providing reliable quality care to the
Medicare population, but we need your help. The physicians of the
AMA pledge to work with you to find real answers to these complex
problems so that we may all keep the Medicare promise.

Thank you, Mr. Chairman, for the opportunity to appear before

ou.
[The prepared statement and attachment follow:]
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Subcommittee on Health
Committee on Ways and Means
of the
U.S. House of Representatives
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Donald T. Lewers, MD
RE: FACTORS NECESSITATING THE TRANSFORMATION OF MEDICARE
February 6, 1995
Mr. Chairman. on behalf of the 300,000 physician and medical student bers of the American
Medical Association (AMA), I thank you for the opportunity to present testimony to the Health
Subcommittee today. My name is Donald T. Lewers, MD. I am a practicing nephrologist in Easton.
Maryland. and a Member of the AMA Board of Trusiees. Today’s topic of evaluating the root causes
of the overwhelming growth in Medi ing is a clear 10 debale on the necessary

transformation of the entire Medi ,r We i your d and that of the full
Committee’s chairman, Mr. Archer, m holding hearings at such an early dale on this important topic.

Mr. Chairman, the AMA and its members are pleased with many elements of the Contract With
America. At the same time, in the spirit of full and open debate we have already expressed to the
Congress key areas where we urge caution or change as the legislative process moves forward. One
of these areas is in nshmg 0 make shon—slghled budget cuts in the wake of passing the balanced
budget constituti For as imp 1 as that vote was, and as much as we supported it,
we will all lose as a nation unless overwhelmi g| such as Medi are not dealt
with deliberately and fairly in the ensuing budge( procas Surely we should all agree that the
promises we make to Americans this year will be consistent and build on those made in the recent
past.

Thmy years ago. the Congrcss enacted a pledge for America’s future: the Social Security

d of 1965 g the Medi The three fundamental and explicit promises of
lhls health insurance progmm for the eldcrly and disabled were that government interference with the
provision of medical care would be prohibited. that patient choice of provider would be guaranteed.
and that the patient’s option to secure “protection against the cost of any health services™ would be
preserved. These three guarantees -- autonomy, choice, and individual responsibility — are the
underlying principles on which the Medicare sysiem was to be built and upon which the trust of
Americans was placed.

Over time. these principles have been grievously eroded by expediency, by inattention, and most of
all by repeated short-sighted efforts to prop up a fund. lly flawed fi ing system. The
program began as an open-ended promise, not limiled in financial amount or conditioned on financial
need. Make no mistake, the p has achieved great success in meeting its objective of providing
universal access to high qualuy modlcal care for eiderly Americans. Today’s Medicare patient is
generally healthier, lives far longer and is more productive than his or her counterpart of thirty years
ago. Physicians are proud of our key role in this record of success, and our goal is to build on these
achievements.

Yet as all who study the program now know, Medicare spending has grown much more rapidly than
initially projected, as services and populations have been added with an increased demand for the
advances of modern health care technology. The growing ﬁnanclal burden of the program has led to
increased taxes on working Americans and provider pay that the access to
health care of the very citizens the program is designed to benefit. Clearly, basic reform of Medicare
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is urgently needed. The time to renew the original vows of the Medicare program has arrived in any
legislation you craft in Congress this year

BUDGET-BASED PROGRAM REDUCTIONS WiLL NOT WORK

A transformation of Medicare is required if we are to keep our pledge 10 Americans. The answer is
not simply 1o throw more money at Medicare. Nor is the answer to continue slashing reimbursement
levels. A balanced budget cannot be "balanced” on the back of one program and those who provide
that program’s services. Serious, and perhaps irreversible. consequences to patient care could flow
from yet another series of ill-considered cuts.

Last summer, John Eisenberg, MD, Chairman of the Physician Paymemt Review Commission (PPRC)
established by Congress, was quoted in the New York Times as saying:

“The problems in access to physician services for Medicare beneficiaries are just
below the surface. People in areas underserved by doctors, members of minority
groups and poor people already have the beginning of a problem. This should be a
red flag.”

To put it simply, greater cuts could seriously harm Medicare patients. And the answer is not another
round of huge Part B Medicare cuts: physicians have contributed their fair share to recent deficit
reduction efforts. Consider, for example, the following facts: physicians, who account for 23% of
Medicare outlays, have absorbed 32% of Medicare provider cuts over the last decade. Berween
1981 and 1993, budget reconciliation has been the vehicle for reducing Medicare baseline
expenditures by some $98 billion. In this process, Medicare projected physician payments have been
cut by $39 billion. Enactment of OBRA 93 alone imposed an additional $47.4 bitlion in provider cuts
over five years for Medicare, including conversion factor cuts for 1994 and 1995. Even with these
levels of cuts. physicians have succeeded in actually holding down the volume increases below
that predicted for 1991, 1992 and 1993, thus saving the program billions in projected dollars.

We believe that Congress and the Administration should recognize physicians’ recent success in
moderating growth in Medicare expenditures for physician services. HCFA data indicartes that
Medicare expenditures for physician services increased by only 3% during FY93. In the two years
preceding that, the average annual rates on Medicare physician spending was only 5.8%. Lower rates
of growth in physician spending between 1989 and 1993 have reduced the Medi baseline by $50
billion. nearly as much as the total 1992 outlays for physician spending. Physicians should be
recognized for these savings and not be forced to shoulder inequitable burdens in another round of
budget cuts.

Recent evidence from AMA's Center for Health Policy Research suggests that reimbursement rules
set in place by OBRA 93 will cause a nosedive in physician payments later in this decade unless they
are remedied now. While the trendline has increased during the first two years since enactment, by
the end of the century physicians may be paid less than they are today for treating Medicare patients.
This downward slope is from figures calculated without any adj for inflation; measured in real
dollars. the decline would be even sieeper. Thus, even without further legislative modifications to
Medicare. payment amounts for physician services will be further reduced below their already
inadequaie level of 59 percent of private payers' rates.

FACTORS DRIVING MEDICARE GROWTH

We can probably agree on the major factors that have brought us to this perilous point: demographics,
new technology, and an increased demand for a wide range of health care services. Underpinning it

all. h . is a fund. lly flawed fi ing system that has gone largely unrecognized until the
last decade.
. From 1967 (the initial complete year of program operation) to 1992, the number of enrollees

served by the program increased from 19.5 million to 35.2 million.
. From 1967 to 1992, program expenses grew from $4.7 billion to $135.8 billion.

. From 1967 to 1992, the number of claims paid grew from 31.5 million to 496.5 million.
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Demographic change has contributed significantly to Medicare’s growth. The U.S. population has
grown 31 percent since the inception of the program. while the percent of the population aged 65 and
older grew by more than 50 percent. Life expectancy of the Medicare population has also increased
by more than 14 percent for both males and fernales. Finally, the age distribution of the elderty has
shifted 1oward an older average age. with the group aged 85 and older growing by 68 percent.

Technological progress in medical care is generally acknowledged as having been a significant factor
behind Medicare expenditure growth. Technolog d since 1966, when Medicare was first

| d, have expanded the scope of di and ditions that are bie, increased the
:realmems available and improved their efficacy and safety, made the treatments less painful and
unpleasant, and have often decreased the recovery time necessary for a patient 1o be able to retrn to
productivity. In recent years, estimates for the impact of new technology on expenditure growth are
generally in the 15-17% range (PPRC 1993 estimate; AMA's Center for Health Policy Research 1992
eslimate)

Significant growth also has occurred in the rate of use of services, in that the number of enrollees
who use more services paid for by the program has increased markedly. The number of persons
actually receiving services increased 118 percent between 1966 and 1993. At the same time, the
average amount of services consumed by each enrollee receiving services increased 6.5 times. This
increased rate of use and more expensive consumption served 1o increase the amount paid per enrollee
by 1340 percent.

Other beneficiary demand factors have been suggested as driving a portion of Medicare’s growth.
These include growth in beneficiary income and reductions in out-of-pocket liability by way of. (1)
increased Medigap coverage: (2) increased assignment of claims. combined with limits on balance
billing; and (3) real rate reductions in the deductible. It is well known that patient utitization of
services is directly related to the degree of cost sharing for those services. CBO research estimates
that beneficiaries with Medigap coverage consume 24% more physician and hospital services than
those without such supplementary coverage. Since more than 70% of beneficiaries own such policies
(which essentially convert Medicare into first-doilar coverage), program expenditures are significantly
increased by defeating the cost-sharing requirements of Medicare.

Finally. health provider fraud and abuse is responsible for some portion of Medicare’s growth.
Allegations of "upcoding™ by physicians, and charges that physicians inflate the number of necessary
visits by a Medicare patient are undoubtedly true among a very small percentage of "outliers.”
Researchers disagree about the effect of these few practitioners; while some have discovered some
evidence of upcoding, for instance, others have produced studies repudiating any significant effect
from such fringe practices. For exampie, PPRC's initial investigation of physician coding for
evaluation and management services between 1991 and 1992 suggested that no upcoding had occurred
(PPRC 1994). A summary of relevant literature prepared by the PPRC suggests a wide variation in
estimates of the rate of inappropriate care, with most falling in the 5-20% range. (PPRC 1993).
Despite the relatively small number of aberrant or “outlier” practitioners, the damage they do is
enormous: the AMA has a zero-tolerance policy in dealing with these physicians. For its part in the
battle against inappropriate physician activity and fraud. the AMA is currently working in conjunction
with both the Department of Justice and the FBI in stepping up its assault on fraud and abuse within
Medicare.

While the Part B Trust Fund is technically considered "actuariaily sound,” this determination is based
on the fact that the Part B side of this entitlement program is financed largely from general revenues.
When Medicare was enacted in 1965. general revenues were to have covered 50% of Pant B
expenses; yet, in 1993, general revenue contributions to the Part B trust fund amounted to about
$41.6 billion, accounting for 71.9% of total Part B program expenses ($57.8 billion in 1993).
Premium payments accounted for approximately $14.2 billion, or about 24.6% of program revenue.
Interest payments accounted for the remaining 3.5% of fund revenue.

In the twenty-five year period between 1967 and 1992, the program has increased in population by
80.3% (2.4% annual growth), program expenditures have increased by 2,767.7% (14.4% annual
growth), and claims paid volume have increased by 1.477.7% (11.7% annual growth. This growth
trend is certain to continue well into the future absent determined intervention. Last September, the
Congressional Budget Office released figures projecting that Medicare spending will increase from
$195 billion in 1994 to $434 billion by 2004.
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PENDING BUDGET ACTION

When Speaker Newt Gingrich testified recently before your Committee regarding elements of the
“Contract With America” within its jurisdiction. he supported the idea of a market-driven system as
the best oprion for the future of the Medicare program because it offers more choice to senior
citizens. His emphasis was on how we can create the most competitive market-driven system for
providing health care. He advocated using the Internal Revenue Code to provide incentives for
people to "do the right thing * He menuoned professional autonomy. patient choice and individual
responsibility -- coincidentally or not, the three promises of Medicare when it was originally enacted -
- those same three promises that need so desperately to be reaffirmed today.

The Speaker’s remarks should be heeded against the calls of those who would rush to reduce
Medicare outlays to shore up the program. This simplistic budget-cutting approach has not resulted in
cost-control over recent years, and now severely threatens the promised access of beneficiaries to
medical care. The truth 1s that the Congress could come back every term and. facing intense political
pressure. cut and cut payments for physician provided heaith care under Medicare. and we would sull
not have resolved the underlying financing dysfunction of the program as whole.

THE LONG TERM: MEDICARE TRANSFORMATION

With the potential for patient harm implicit in yet another round of budget cuts in Medicare. the
AMA believes that a far different course of action is needed. Budget-based actions simply do not
address the fact that the Medicare program 1s at a crossroads and headed toward a destructive major
financial crisis early in the next decade. There simply won't be enough money in the Medicare fund
1o meet the health care needs of an aging population that is growing larger and larger and living
longer and longer without fundamental reform.

1n short, a major transformation of the Medicare program is required. This transformation
cannot wait. Congress and the Administration should not settle for further short-term cuts at
the margins or place an artificial cap on Medicare expenditures in the name of political
expediency. The Medicare program urgently requires serious, lasting change if its promise is to
be preserved for current and future generations of Americans.

The AMA s particularly pleased 1o learn that Speaker Newt Gingrich is considering the creation of a
Medicare task force that would be ged by this Subcc ittee’s chairman. Representative Bill
Thomas. and the full Committee’s chairman, Representative Bill Archer -- both men of proven
leadership and vision in the health system reform arena. We applaud the Speaker’s explicitly inviting
to the table "practical people who run real hospitals and practical doctors who see real patients and
senior citizens who are directly involved.” The AMA will do all it can to provide your task force
with the timely and reliable information needed to consider the many options that undoubtedly will
come under discussion, and would welcome the opportunity 1o be a direct participant in this process.

The AMA is prepared to enter into a new partnership in which all parties -- patient, physician, and
the government -- work together to develop rational and effective long-term solutions to Medicare's
financing problems. We support actions to reduce the expected growth of the program over ume. In
light of what is known about the program's structural flaws and its dismal prospects if basic reforms
are not made. the AMA believes that efforts to formulate long-term reform must adhere to five basic
principles:

Beneficiary cost-consciousness must be encouraged. Medicare has deductibles and co-
imsurance provisions to encourage cost-consciousness. However, 70% of beneficiaries

insulate themselves from these provisions by purchasing private supplementary coverage
{"Medigap") policies which transform Medicare into firsi-dollar coverage. As a result, some
beneficiaries consume more medical services than they otherwise would, costing the program
substantially. The adverse impact of Medigap policies must be critically evaluated as they
affect the long-term stability of the program. At the same time, we must be cautious about
the burdens on the elderly.

Price competition among providers must be facilitated to increase economic efficiency.

Medicare payments to physicians and providers are determined in a way that provides little
incentive for price competition. Without price competition, beneficiaries have no incentive to
be price-conscious in choosing among providers. As patient choice is a bedrock of AMA
policy and part of the original Medicare promise. options for selecting coverage and the
providers to deliver services must be encouraged. Mechanisms that allow beneficiaries to
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participate knowledgeably in their own heaith decisions on the basis of service, quality and
price should be used in the program.

Intergenerational inequity in financing must be reduced. Medicare is funded by pay-as-
you-go financing: current workers support the medical expenses of current beneficiaries. Not
only are the elderly better off financially as a group than the working population, but the
number of workers supporting each beneficiary will begin falling rapidly from four at the
present time to iwo in the middle of the next century. The working population cannot be
expected to willingly pay higher and higher taxes over this period -- especially if the long-
term future of Medicare is in serious doubt.

Test ways of reducing dependency of future generations on Medicare. To reduce the
burden of the program on future working generations and the federal Treasury. the number of
beneficiaries should be minimized. Means-testing of benefits has been suggested as one
approach; however. additional approaches also merit consideration. [ncentives should be
created for more people to work towards becoming financially independent of Medicare
during retirement. Tax incentives to build Medical Savings Accounts (MSAs), tax-free
accounts dedicated to medical expenses. including nursing home and long term care expenses.
should be enacted. The availability of Medical Savings Accounts (MSAs) to be used for this
first dollar coverage. in tandem with “catastrophic" coverage, would enhance patient choice
and encourage individual responsibility, promoting two of the three foundations on which
Medicare was originally established. These two measures -- means testing and MSAs -- are,
to some extent, a part of "The American Dream Restoration Act” and “The Senior Citizens’
Equity Act,” both components of the Republican Contract With America that come under this
Committee’s jurisdiction.  Another idea is that of offering vouchers to beneficiaries to
supplement their purchase of private insurance, which may be more desirable to some
individuals than Medicare coverage.

Reduce atory and administrative complexity. It has been estimated that physicians
now spend over 25 percent of their time processing paperwork and complying with the
technical requirements of an unending blizzard of Medicare regulations. This is time that
could be used more productively treating patients. Furthermore, it is one of several factors
(including low rates of payment) that discourages physicians from seeing Medicare patients.

These five basic principles should guide the design of any approach to reforming Medicare to correct

current structural problems and to reduce the dependency of future generations on subsidized
government medical care.

OPTIONS FOR MEDICARE REFORM

A few broad categories of reform have been advocated by an array of interests, both public and
private. participating in the public dialogue on Medicare. The first category of reform, reduced
coverage and benefits, takes a short-term view. Two others, structural reforms to contain costs and
privatization, take the long-term view of transforming the system.

Short-term Options Which Affect Benefits and Coverage

The Bipartisan Commission on Entitlement and Tax Reform staff report presented a short-term
approach to reducing Medicare spending which would restructure benefits and/or coverage. The
Commission staff did not consider impl ing cost contai initiatives in their report, an
approach suggested by others for many years. Another set of options aim to privatize the system over
various lengths of time. These are discussed in more detail below.

Numerous suggestions for restructuring eligibility and benefits were contained in the Bipartisan
Commission staff report and have also been suggested by the Congressional Budget Office (CBO) in
past reports 1o Congress. Suggestions for these types of cuts, accompanied by estimates of savings
calculated for each option. are described in Attachment A to this testimony. Such approaches, if
applied alone. will not solve the structural problems which must be addressed if program costs are to
be contained. Moreover, any approach along these lines should be careful to differentiate between the
elderly who have adeguate resources and those who do not. For those whose resources are
inadequate, such changes should be structured to assure that their needs are met.
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Enhancing [ntergenerational ity in Financi

As indicated earlier in this testimony. the 1axing of younger workers with modest incomes derived
from employment to pay for the routine medical expenses of elderly beneficiaries with substantial
assets is unfair as well as irrational. The working population. which is growing smaller in relation to
the burgeoning "65 and older™ group. cannot be expected 1o pay increasingly higher 1axes when the
long-term security of the Medicare program is in such jeopardy. A number of proposals 10 address
this growing problem of intergenerational inequity have been advocated. including:

L4 means-testing of Part B premiums. The CBO has made a number of suggestions, such as to
increase the Part B premium for individuals with an annual income greater than $100,000 and
for couples with combined annual incomes greater than $125.000;

L] revision of the eligibility age of 65. The arbitrary decision to select 65 as the age of
eligibility when Medicare was created has even less justification today: it is a medical fact that
the health status of the average 65 year old individual today is not comparable to that of a 65
year old in 1965; and

L4 reducing the dependency of future generations on Medicare and increase personat
responsibility by encouraging the working population 1o acc late savings in Medi
Savings Accounts for medical care needs in retirement.

Long-term Structural Repairs Are Needed to Increase Efficiency

It is widely recognized that private Medigap insurance places a large financial burden on Medicare
when beneficiaries with such coverage demand additional services because of reduced cost-sharing.
The program should add insurance options for beneficiaries which ameiiorate the effect of Medigap
insurance on the Medicare program. Under this proposal. Medicare would combine the current Parts
A and B by:

. offering two Federal insurance options to beneficiaries. Medicare Plan I would provide all
current benefits without cost-sharing. Medicare Ptan II would provide the same benefits. but
would include reasonable deductibie and coinsurance levels plus reasonable out-of-pocket
annual caps on these amounts;

. setting the Plan [ premium to be competitive with the current Medicare Part B premium plus
the premium for a comparable Medicare supplemental insurance policy. The Plan [I premium
should be lower than the current Part B premium but the deductible should be higher by a
compensating amount; and

. discouraging purchase of supplementary insurance covering Plan II services by requiring
Medicare to be the secondary payor if a third party covers the Plan II cost-sharing provisions.

Another commonly proposed approach to dealing with the Medigap problem is to tax Medigap enough
to recover the additional cosi imposed on Medicare. One should note. though. that the CBO has
estimated that a 100% or greater tax on Medigap premiums would have to be imposed to compensate
the program for the additional cost.

Privatization of Medicare

Many, including the AMA. have proposed privatization approaches to the Medicare problem. Such a
proposal would provide vouchers for beneficiaries to purchase private health insurance and encourage
individual savings for retirement medical care needs which would reduce dependency on Medicare
over the long-term. Features include:

L] giving Medicare beneficiaries vouchers to purchase either existing Medicare coverage or
health insurance with some other minimum prescribed benefits (beneficiaries must have the
option to purchase additional coverage using their own funds):

. raising Medicare taxes 10 accumulate reserves sufficient to cover all future program costs by a
certain future date; and
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. expanding IRAs to provide supplemental funds for health care expenses on retirement (as
provided in "The Senior Citizens™ Equity Act” of the Contract With America) and creating rax
incentives for establishing tax-free Medical Savings Accounts {MSAs).

Others have suggested that Medicare immediately provide vouchers to beneficiaries to purchase
private health insurance. which would result in immediate privatization of the system. These
proposals also necessitate some reforms of the private insurance system to assure that coverage is
available to all beneficiaries. To summarize:

If the Present Sys is Phased Qut:

L4 Experimental programs to test hers for private i

L] Savings incentives to encourage fi ial independ, in reti and “prefunding”
of medical exp (as through MSAs)

o Incentives to create more coverage choices, including “catastrophic”

If the Present System is Retained:

L4 Reduce regulatory and administrative complexity

. Ameliorate Medigap impact on utilization increases
L4 Reform fee setting to stimulate price competition and economic efficiency
L] Means-test benefits to eliminate unjust intergenerational inequity

CONCLUSION

in the process of advancing these systemic reforms. the AMA undersiands the demand to address the
pressing needs of today. This is why we are undertaking two commitments to help reduce
ing in the Medi program. We are stepping up efforts to reduce fraud and abuse

and are workmg wnh the Deparument of Justice and the FBI. In addition, we recognize that
physicians must take the lead in addressing "care at the margins” and "futile care” as death approach-
es; some of this care is ful and even d. Physicians have an obligation to confront these

y uses of Medi resources. Part of the problem is educational, as patients, doctors, and
health care insticutions need to better understand the legal and ethical issues involved. The AMA is
committed to clarifying these issues for physicians and patients.

Finally. before the Congress becomes immersed in the coming budget process and the battles over
specific proposals. we need to accept the fact that Americans can no longer postpone tackling
fundamental reform of the Medicare program. Failure to do so is certain to prove even more costly
for the millions of Americans who expect to be able to rely on this program in the future.
Continuation of past stop-gap measures. such as chopping away at rates paid to providers in hopes of
geiting more services for less money. will ultimately divorce the Medicare system and its beneficianies
from the mainstream of American medical care.

Amernicans who depend on the Medicare program for their health care, as well as those who will rely
on it in the future, should not have to worry about whether benefits promised them will be
forthcoming. In the weeks and months ahead. the AMA pledges to work with the Congress (o
convince the American people that long-term reform is necessary and in the nation’s best interest in
order to keep the Medicare promise.

LA
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Summary of "Medicare Savings Through Reform: Options for Change"

prepared by:

The Center for Health Policy Research
American Medical Association
515 North State Street
Chicago, 1llinois 60610

February 1995

Analysts have been studying a number of reform options and have projected fiscal savings
associated with each. This report does not include all reform proposals that have been or should
be considered; rather, it presents 16 incremental Medicare options for which savings estimates are
readily available and timely.

Neither the options nor the estimates are new. The principal sources of material are the
Congressional Budget Office and the Bipartisan Commission on Entitlement and Tax Reform final
staff report. The options are sorted into two categories. Short term options assume
implementation in fiscal year 1996, with savings estimates running to the year 2000. The long
term options would, in most cases, also commence in 1996, but their savings implications are
projected out to 2030.
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Summary of Medicare Reform Options
Savings Estimates (by fiscal year. in millions of dollars)

SHORT RANGE OPTIONS

1996
Beneficiary cost sharing
Increase and index Part B deductible 885
Raise coinsurance rate to 25% for Part B services 2,946
Collect 20% coinsurance for clinical laboratory tests,
home health care, and skilled nursing facility benefits 3.349
Phase out Part B premium subsidy to 0% for high income
enrollees 179
Medigap insurers:
Tax medigap insurers 8,314
LONG RANGE OPTIONS
2010
Beneficiary cost sharing:
Require a monthly Pant A premium. indexed to program costs:
a.  $25 per month 22.053
b, $40 per month 35.285
c. 360 per month 51,457
Modify the Part B deductible for increases in program costs:
a.  Start indexing in 2000 5,881
b.  Start indexing in 1996 10.291
¢ Raise 10 $150 in 2000; index thereafter 8,821
d. Raise to $300 in 2000; index thereafter 11,762
Replace the Part B premium with a higher deductible:
a. 3800 deductible, indexed after 2000 0
b.  $1200 deductible. indexed after 2000 17,642
2019
Index the Part B premium to maintain enrollees’ current
share of program costs 52,927
Phase in reduction of Part B premium subsidy for
high income enrollees:
a.  Above $75,000 for couples ($50,000 for individuals) 7,351
b.  Above $40,000 for couples ($30,000 for individuals) 19,113
Charge a 20% coinsurance payment for home health and
clinical laboratory services 20,583

S-year
1996-2000

10,405

18,200

29.826

6,020

74,478

]
oo
(=1

97.522
159.937
237955

58,513

50.712
128,730

1D
=
(=3

280,865

35,108
89,721

81.919
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Beneficiary income taxes:

12, Tax Medicare benefits as individual income:
a_ Include insurance value of Part A in income
b Same as (a). for high income persons only
c. Include Part B subsidy in income
d. Same as (c), for high income persons only

13, Include the value of employer-paid health insurance and
health care expenses in income for tax purposes:
a.  Benefits greater than average health insurance premium
b.  Entire value of benefits

Eligibiliry age.
14 Raise the eligibility age for Medicare:
a.  Match Social Security eligibility age
b.  To 67 for persons under 46
¢.  To 68 for persons under 40
d.  To 70 for persons under 28

Provider payments:
15. Modify Medicare provider payments

Payroll taxes:

16. [ncrease Part A payroll taxes:
a 1%
b 2%
¢ 3%
d 4%

30.874
19.113
29,404
17.642

64,689
192.597

13,232
20,583
20,583
20.583

69.100

64,689
130,848
195,538
260.227

136,531
81.919
136.531
81.919

249,658
565.630

152,135
152,135
241.856
401.793

358,883

167,739
335.477
503.216
670.955
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Chairman THOMAS. Thank you very much.
Dr. Ford.

STATEMENT OF NELSON FORD, CHIEF OPERATING OFFICER,
GEORGETOWN UNIVERSITY MEDICAL CENTER, ON BEHALF
OF THE ASSOCIATION OF AMERICAN MEDICAL COLLEGES

Mr. Forp. Thank you very much, Mr. Chairman. For the record,
I am not a physician. I am Nelson Ford, the chief operating officer
of the Georgetown University Medical Center.

Chairman THOMAS. Thank you.

Mr. ForD. I am here to testify on behalf of the Association of
American Medical Colleges representing 126 accredited medical
schools, 300 teaching hospitals, the faculty at these institutions,
and over 160,000 students and residents in training to become our
next generation of physicians.

I am here to testify on the vital importance of the Medicare pro-
gram and the financial viability of the Nation’s teaching hospitals
and medical schools. I am concerned that many of the proposals
under discussion today may affect that future viability. We have
provided extensive testimony and I commend it to you.

I would like to focus on three issues of particular concern to us.
The methodology of calculating the Medicare AAPCC for HMOs
and its impact on teaching hospitals; the direct cost of residency
training; and the crucial importance of the so-called indirect medi-
cal education adjustment on our future financial viability.

First, the Medicare AAPCC calculation has special payments in
its base, including costs related to educational programs and dis-
proportionate numbers of poor patients.

This provides additional revenue to precisely those health plans
that may not use the types of hospitals for which the payment was
intended. In fact, given the relatively higher costs of teaching hos-
pitals and those servin%v};he poor:

Chairman THoMAS. Mr. Ford, if I might interrupt, would you
move that microphone more, and talk directly into it? We don’t
have good mikes for pick up. I appreciate it. Thank you.

Mr. ForD [continuing]. Puts the hospitals at a disadvantage in
attractiniMedicare patients. We recommend that the payments for
teaching hospitals and the disproportionate share be excluded from
the CC calculation and that they be paid directly to the teach-
in% hospitals that provide care to those managed care patients.

econd, with regard to the graduate medical education payments,
we believe that the current methodology for Medicare’s contribution
to the costs of medical education, while not perfect, is generally fair
and should be continued.

Proposals that suggest that the GME funding methodology be
used to increase the number of primary care providers may prove
to be ill conceived, particularly given that some research shows
that there are sufficient numbers of primary care residency slots
today to meet the foreseeable demand for primary care.

If the goal is simply budget reduction, we would argue that cut-
ting Medicare support for training, just because some of the other
insurance companies don’t provide for these costs, is poor policy. A
better policy would be to insure that all payers and all patients
bear—who %eneﬁt from having high-quality, well-trained physi-
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cians, bear some portion of the costs of that training. This has been
the general policy goal since the early seventies. We have yet to
achieve it. We need to continue to work on it.

Finally, let me come to the proposals to reduce the Medicare IME
support to teaching hospitals. As the history of this legislation
shows, Congress has consistently recognized the higher cost of
teaching care and has provided IME payments in an attempt to
level tﬁle playingfield. The reasons for these differences in costs are
several.

Teaching hospitals have more severely ill patients with more
complicated diseases that require more care and incur higher costs
for treatment. Second, teaching hospitals have to maintain a broad-
er scope of services and specialized regional services for the com-
pleteness of our programs.

We want to avoid closing psychiatry, high-risk obstetrics, or the
neonatal intensive care unit simply because they don’t make eco-
nomic sense. Third, students and residents order more ancillary
tests, take more physicals, and require more nursing services and
physician supervision, making our hospitals less efficient. Finally,
teaching hospitals are where the advances in medicine are imple-
mented. The transition from the lab to the bedside is hard and ex-
pensive and most insurance companies in the managed care busi-
ness don’t pay for those services.

I wonder where we would be without the past support of teach-
ing hospitals for the development of bypass surgery or joint re-
placement or dialysis or cataract surgery or bone marrow trans-
plantation. I wonder who will bear these costs in the future.

This role, which is a logical extension of the NIH’s research mis-
sion, is critical to our future. At Georgetown last year we cut about
12 percent of our staff and we still expect to lose money. Our fac-
ulty salaries are going down. We are trying hard to expand our pa-
tient base to become more efficient and to work cooperatively with
other providers in the community.

But I wouldn’t be honest if I didn’t tell you that the challenges
we face are very real. All payers, government and private, are
going to want to pay less for the services we provide. Our services
are under pressure and we can’t increase tuition anymore. I think
we are making changes, but there is some limit to the rapidity with
which we can streamline our operations.

There is not a right number for the Medicare IME adjustment,
one that will precisely level the playingfield between all hospitals.
But I think it would ge wrong to target the one group of hospitals
for extensive cuts that is responsible for the vast majority of our
medical research, development and training, and I would urge you
to exercise caution as you look at these issues in the future.

Thank you.

[The prepared statement and attachments follow:]
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TESTIMONY OF NELSON FORD
ASSOCIATION OF AMERCIAN MEDICAL COLLEGES

Mr. Chairman and members of the subcommittee, I am Nelson Ford, Chief Operating
Officer of the Georgetown University Medical Center. The Association of American
Medicat Colleges (AAMC). which represents all of the nation’s 126 accredited medical
schools, approximately 300 major teaching hospitals that participate in the Medicare

program, the faculty of these institutions through 92 constituent academic society members,
and the more than 160,000 men and women in medical education as students and residents
welcomes the opportunity 1o testify on the importance of the Medicare program o the overall
financial viability of teaching hospitals and medical schools. In 1992, nonfederal members of
the Council of Teaching Hospitals (COTH) accounted for nearly 2 million Medicare
discharges or almost 20 percent of all Medicare discharges.

All health care proposals are of concern 1o the nation’s teaching hospitals, medical schools
and teaching physicians. 1 am pleased to appear before you today to comment on four issues
of particular interest to the academic medical community:

. the importance of the Medicare indirect medical education (IME) adjustment to the
financial viability of teaching hospitals;

. the role of Medicare payments for direct graduate medical education (DGME) costs in
support of residency training;

. the methodology for calculating the average adjusted per capita cost (AAPCC), the
rate that the Medicare program pays to risk contractor HMOs; and

. the effect of a new volume performance standard on the medical staffs of teaching
hospirals;

Academic medicine is in a period of momentous internal and external turmotl. Teaching
hospitals, faculty practice plans and medical schools have recognized the need for change
within their own organizations and are actively engaged in helping to reformulate the health
service delivery system, find ways to reduce the rate of increase in health care costs,
improve accountability, and maintain or improve the quality of clinical service. Teaching
hospitals are studying way's to deliver services more efficiently through partnerships with
other health care organizations and are seeking new arrangements with payers of services.
Medical schools, often in conjunction with teaching hospitals, are working aggressively to:
increase the number of generalist physicians; identify new community-based sites for
physician education; enhance the curriculum to reflect both new knowledge and new delivery
paradigmis; and assure the vitality of biomedical and behavioral research.

Federal action to change Medicare payment policy comes at a most difficult time when
academic medicine is making major efforts to adapt to a changing delivery system. Even
under normal circumstances the four issues mentioned above would be important, but they
take on especially critical dimensions in the current environment. While the academic
medical community understands the Federal government's need and commitment to reducing
the budget deficit and the growth in Medicare and Medicaid expenditures, teaching hospitals
and teaching physicians would be particularly harmed just when they are undergoing major
change to reflect societal need. For example, while many proposals to change Medicare
payments would affect both teaching and nonteaching hospitals, reductions in IME and
DGME payments would reduce Medicare payments to teaching hospitals, seriously
threatening their financial stability, and affecting access to care and quality of care received
by Medicare beneficiaries and other patients. Teaching hospitals and teaching physicians
play critical roles in our health care delivery system, and they could be damaged severely
unless changes are crafted carefully and are based on an extensive understanding of the
education and service missions of academic medicine.

Although efforts to enact comprehensive national health care reform have stalled, the health
care delivery system continues to evolve in a way that threatens the stability of academic
medicine as both public and private payers struggle to control health care expenditures. In a
competitive environment based on price, teaching hospitals and medical schools face special
challenges because they have unigue missions that, of necessity, add to their costs. Teaching
hospitals are important components of the nation’s health care system because they:
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] provide all levels of patient care-from primary to tertiary services-often to the most
disadvantaged members of our society;

. serve as primary sites for the clinical education of health professionals, including
physicians, nurses and allied health professionals: and

. provide the environment for the conduct of clinical biomedical and behavioral
research and the introduction of new technologies.

Because patient care, medical education, and research are conducted simultaneously, it is not
possible to identify fully and uniquely the cost of each specialized activity. However, these
additional missions of teaching hospitals leave substantial costs that must be borne in our
current system by patient care revenues.

Last year, the AAMC actively supported efforts to achieve comprehensive health care
reform, including the creation of all-payer funds for the missions and costs of teaching
hospitals, a fund for the direct costs associated with the training of physicians, and a fund for
the medical school costs supported historically by clinical revenue. In the current political
environment, only incremental approaches to reform are likely to be offered, and proposals
to change Medicare payment policy are likely to focus on reducing the Federal budget deficit
However, the special challenges facing teaching hospitals and medical schools in a
competitive environment still need to be addressed.

The AAMC believes that Congressional decisions on Medicare payment policy should be
made in the context of their impact on the entire health care system. As the Prospective
Payment Assessment Commission (ProPAC) indicated in its March 1994 report, "the
Medicare program'’s responsibility to its enrollees is broader than merely paying for services
for beneficiaries. This responsibility includes maintaining access to the quality of care and
types of services available at teaching hospitals..."(page 56).

I urge the members of this subcommittee to consider carefully its Medicare payment policy
recommendations for FY 1996. Particularly at this time, any change in Medicare payments
to teaching hospitals and teaching physicians could undermine the overall financial viability
of teaching hospitals and medical schools. Additionally, failure to address the way in which
IME and DGME payments and the disproportionate share (DSH) payment are incorporated in
the AAPCC calculation poses a threat to the financial status of teaching hospitals.

Indirect Medical Education (IME) Adjustment

The Purpose of the IME Adjustment

Since the inception of the Medicare prospective payment system (PPS) in 1983, Congress has
recognized that the additional missions of teaching hospitals increase their costs and has
supplemented Medicare inpatient payments to teaching hospitals with the indirect medical
education (IME) adjustment. While its label has fed many to believe that this adjustment
compensates hospitals solely for graduate medical education, its purpose is much broader.
Both the House Ways and Means and the Senate Finance Committees specifically identified
the rationale behind the adjustment:

This adjustment is provided in light of doubts...about the ability of the DRG
case classification system to account fully for factors such as severity of illness
of patients requiring the specialized services and treatment programs provided
by teaching institutions and the additional costs associated with the teaching of
residents...the adjusiment for indirect medical education costs is only a proxy
to account for a number of factors which may legitimately increase costs in
teaching hospitals (House Ways and Means Committee Report, Number 98-
25, March 4, 1983 and Senate Finance Committee Report, Number 98-23,
March 11, 1983).

The IME adjustment is not to be confused with the Medicare payment for direct graduate
medical education (DGME) costs, which also is part of the Medicare payment program.
Payments for Medicare’s share of the direct costs of graduate medical education programs
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are separate from the PPS and include payments for residents’ stipends and fringe benefits,
faculty salaries and benefits, and allocated overhead costs. The AAMC's comments on
direct graduate medical education payments are addressed later in this testimony.

The AAMC believes the IME adjustment is an important equity factor that recognizes the
additional roles and costs of teaching hospitals. To help ensure that the IME adjustment and
its impact on teaching hospitals are understood, this testimony reviews:

. the purpose and history of the indirect medical education adjustment; and
. results of the AAMC's impact analysis of lowering the level of the adjustment.

First, however, a brief overview of the PPS is necessary to understand how the IME
adjustment is calculated and why it serves a broader purpose than its name implies.

verview of the Medicare Prospective Payment System

In December 1982, the Secretary of the Department of Health and Human Services (HHS)
proposed a hospital prospective payment system for Medicare. Enacted in 1983, the system
was intended to allow the Federal government to hold down health care expenditures and
provide hospitals a financial incentive to deliver services efficiently. Hospitals and the
Federal government would also benefit from the predictability of the flow of Medicare
payments.

In contrast to the cost reimbursement system used for nearly twenty years, the PPS pays
hospitals a fixed amount, determined in advance, for the care of Medicare patients in each of
490 valid diagnosis-related groups (DRGs). The DRG classification system distinguishes
many important patient characteristics that are highly correlated with hospital costs, such as
principal diagnosis, presence or absence of secondary diagnoses, and whether or not certain
major surgical procedures were performed during the hospital stay. However, DRGs do not
distinguish severity of illness within diagnostic groups nor do they account for many other
characteristics that are likely to affect a patient’s stay and costs, such as whether patients
were transferred from other facilities.

Under the PPS, the amount of payment is determined by multiplying one of two standard,
national prices (different for hospitals in Metropolitan Statistical Areas of over one million
population and all other hospitals) by a DRG weighting factor that rates a particular DRG's
complexity of treatment against the average Medicare case. Hospitals are at financial risk if
the cost of treatment exceeds the DRG price, but they may retain the difference between the
DRG-based price and the cost of delivering services for patients in given diagnostic groups.

The PPS balances the concept of a standard national price, which is intended to promote
efficiency with the recognition that costs vary among hospitals, often due to factors beyond
their control, such as location, types of patients, level of teaching activity, and share of low-
income patients. As enacted and amended, PPS payments to hospitals are calculated using
the standard national price per discharge and computing an individual hospital payment
amount based on six factors:

. the_focation of the hospital determines the base rate paid for a discharge;

. the area wage level for each geographic location adjusts the base rate for labor
differences;

. the hospital's case mix adjusts the payment for the types of patients that are treated in
a facility as determined by their classification into DRGs;

. outlier payments for cases that have an extremely long length of stay or extraor-
dinarily high costs partiaily compensate hospitals for the atypical severity of some
patients;

. the disproportionate share (DSH) adjustment partially compensates hospitals for the

above average costs of caring for the low-income individuals and the aged poor; and
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. the IME adjustment compensates teaching hospitals for the cost impact of their special
missions.

PPS payments to all hospitals are adjusted by the first three factors: location, area wage
level, and case mix. Not all hospitals receive payments for outlier cases, or DSH or IME
payments.

Since the PPS constituted a substantial departure from the previous cost-based reimbursement
system, its implementation was phased in over several years. In the early years of the PPS,
hospitals were paid a blend of their hospital-specific costs and a national standard rate. The
IME adjustment was applied only to the Federal portion. By FFY 1988, hospitals were paid
100 percent on the national rate, and the IME adjustment was applied to the entire payment.

The History of the Indirect Medical Education Adjustment

The Origin of an Adjusiment for the Increased Costs of Teaching Hospitals. In order to
understand the origin and history of the IME adjustment. it is important to understand several
events prior to implementation of the PPS, inciuding the initial routine cost limits of the
1970s and how they were adjusted for teaching hospitals. Even though the Medicare
program initially reimbursed all allowable costs of hospitals for the care of Medicare
beneficiaries, the Federal government recognized that costs among types of hospitals varied,
and soon imposed limits on the amount of variability that was acceptable to the program.
Section 223 of the Social Security Amendments of 1972 (P.L. 92-603) authorized the
Secretary of Health, Education and Welfare to set payment limits on routine inpatient
hospital costs. If a hospital's per diem costs were above the costs of comparable hospitals,
those costs were not reimbursable under Medicare. The cost limits and the method of setting
them evolved between 1974, when the regulations were first published, and 1979, when the
cost limits were set at the 80th percentile of the costs of comparable hospitals, and hospital
size, location (urban/rural), and area wage rates were taken into consideration in determining
comparability among hospitals.

In 1979, when the Carter Administration sought to achieve some of its hospital cost
containment objectives by further reducing Medicare payment limits, the teaching hospital
community expressed concern that it would be harmed disproportionately. In response to
this concern, government researchers studied the relationship between hospital costs and
teaching status.

The researchers found that a hospital’s intern and resident-to-bed ratio (IRB) was related to
an increase in hospital costs, even when direct medical education costs such as residents’
salaries were removed from the analysis. Using a statistical technique called regression
analysis, analysts were able to predict the change in average Medicare cost per discharge (the
dependent variable) associated with a given change in other factors, such as the intern and
resident-to-bed ratio or area wages (the independent variables). The results of these
empirical analyses provided statistical estimates of changes in average costs associated with
changes in each independent variable. Throughout this testimony, the terms "empirical
estimate” and “statistical estimate” refer solely to the results of such regression analyses.

Researchers found that routine costs per day in teaching hospitals increased on average 4.7
p with each i of 0.1 in resid per bed. As a result of these findings by
government researchers, the Medicare routine cost limits for teaching hospitals were
increased to incorporate a differential based on the intern and resident-to-bed ratio (IRB) in
each hospital.

The adjustment for the costs of teaching hospitals was subsequently included in the extension
of the routine cost limits to cover total operating costs per discharge as legislated by the Tax
Equity and Fiscal Responsibility Act of 1982 (TEFRA). The magnitude of the adjustment
was determined by a statistical analysis similar to the one used to set the adjustment to the
routine limits.

The Adjustment for Teaching Hospital Costs Under the PPS. In the Secretarv’s December
1982 proposal for a new Medicare payment system, the resident-to-bed adjustment to the cost
limits under TEFRA was converted to a PPS payment (the IME adjustment) 1o adjust for the
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higher costs of teaching hospitals:

The indirect costs of graduate medical education are the higher patient care
costs incurred by hospitals with medical education programs. Although it is
not known precisely what part of these higher costs are due to teaching (more
tests, procedures, etc.), and what part is due to other factors (the particular
types of patients which a teaching hospital may artract), the Medicare cost
reports clearly demonstrate that costs per case are higher in teaching hospitals.

It is also true that the mere presence of interns and residents in an institution puts
extra demands on other staff and leads to the existence of higher staffing levels. The
process of graduate medical education results in very intensive treatment regimens. ..
there is no question that hospitals with teaching programs have higher patient care
costs than hospitals without.

The Department believes that recognition of these indirect costs should be
accomplished through a lump-sum payment, separate and distinct from the base rate.
This adjustment will be computed using methods that are similar to the methods
currently used to adjust the old routine and new total cost limits... (Secretary of the
Department of Health and Human Services, Hospital Prospective Payment for
Medicare: _A Report to Congress, December 1982, Pages 48-49).

Using the results of a regression analysis, the Secretary’s estimate indicated that Medicare
operating cost per case increased approximately 5.79 percent with each 0.1 increase in the
number of residents per bed. However, two months after the Secretary's report was issued,
the Congressional Budget Office (CBO) presented an impact analysis of the characteristics of
hospitals that would gain or lose under the Secretary’s proposed plan. CBO's estimate, as
presented in Table A, shows that the proposed DRG-based payment system would have
adversely affected 71 percent of teaching hospitals if the IME adjustment had been set solely
at the level suggested by the empirical estimate.

In response to the CBO analysis, the Administration suggested that the statistical estimate of
5.79 percent be doubled 10 11.59 percent for each 0.1 increase in the [RB. The use of the
regression estimates as a starting point resulted in an "empirically based" IME adjustment in
the PPS. The doubling of the statistical estimate was accomplished by placing a multiplier at
the beginning of the formutfa that calculates a hospital's IME adjustment factor. Congress
supported this proposal of modifying the empirical estimate based on its expected impact on
teaching hospital finances, and the empirically based IME adjustment was incorporated into
the prospective payment legislation. The inclusion of the multiplier in the formula
operationalizes the concept of the "empirically based” IME adjustment factor.

As more updated and refined information became available, the IME adjustment was
recalculated and lowered. The original adjustment of 11.59 percent was reduced to 8.7
percent in 1986 when better data became available.

However, hospitals never actually received IME payments calculated at the 8.7 percent level
because at the same time (1986) the DSH adjustment was added to the PPS. The IME
adjustment factor was reduced by 0.6 percent to finance part of the DSH adjustment,
resulting in an IME adjustment factor of 8.1 percent, rather than 8.7 percent, during the time
the DSH adjustment would be in effect.

With the implementation of the DSH adjustment in 1986, policy makers and researchers
recognized that while some hospitals would receive either IME or DSH payments, other
hospitals would receive both. The 8.1 percent IME adjustment established by the
Consolidated Omnibus Budget Reconciliation Act (COBRA) recognized the possibility of the
overlap in these payments. The DSH adjustment became a permanent part of the PPS with
passage of OBRA 1993 (P.L. 103-66) in August 1993.

The current 7.7 percent IME adjustment, enacted in OBRA 1987, took effect on October 1,
1988. Table B shows the history of the IME adjustment.



120

Table A
Estimated Average Penalties and Bonuses Under the Administration’s
Proposed DRG-Based Payment System

By Type of Hospital*
Hospitals That Hoaspitals That
All Hospitals Would Gain Would Lose
Aggregate Aggregate Aggregate
Percent Effect as Percent Ettoct as Percent Effect as
Distribution Percant of Distribution Percent of Distribution Percent of
of Relmburse- of Reimburse- of Relmburse-
Hospitals ments® Hospitals ments< Hospitals ments¢
All Hospitals 100 o 61 +23 39 -12
Bed Size
Less than 100 49 +23 80 +35 20 -10
100-299 A4 +2 50 +21 50 -1
300 + 17 -6 0 +17 70 -13
SMSA
SMSA 52 -4 43 +20 57 -13
Non-SMSA 48 +19 81 +22 19 -6
Reglon
Northeast 15 -4 45 +18 55 -12
North Central 28 -4 60 +21 40 -13
South 7 +8 n” +26 23 -9
West 2 -2 57 +23 43 -13
Teaching Status
Teaching 18 -7 29 +18 7 -13
Nonteaching & +7 69 +24 32 -10
Ownership
Nonprotit 57 -2 55 +20 45 -12
Government N +9 T +29 2 -12
Proprietary 12 -1 48 +22 52 -13

SOURCE: Prediminary CBO estimate based on Medicare Cost Reports for 1980,

a AS3umes an aversge payment level neecded 1o keep cutlays at the same level a3 under TEFRA In fiacal year 1984. Averags galns and losses are
Incremental to those under TEFRA, which are assumed 1o be the average for aach group. Effects of phase-in and adjustments for exceptionally costly
cases are exchuded, but an adjusiment for teaching hospitals Is included.

b Average cakulated for all hoapitals

. Average calcylated for hosphtals that would gain.

d Average calculated for hospitats that would losa,

@ Because agpregate reimbursemsnts wers assumed to be the same as under TEFRA, increases in payments 10 some hospitals would be axactly otiset
by decreased payments in othars.

Source Nancy M. Gordon, before the ‘on Health Cq on Ways and Means, U.S. Housa of Representatives
February 14, 1983




121

Table B
History of the Indirect Medical Education Adjustment
Adjustment
Time Period Factor (%)*
Oct. 1, 1983 - April 30, 1986 11.59
May 1. 1986 - Sept. 30, 1988 8.1
Oct. 1, 1988 - Present 7.7

* Applied only 10 the Federal portion of a huspital’s PPS payment. This portion was 25 percent in Federal FY 1984 and
50 perceat through April 30. 1986. Not until FY 1988 was the IME adjustment factor applied to 100 percent of a hospial's
PPS payment

The COBRA legislation modified the IME adjustment in a second very important way. In
addition to a lower statistical estimate for the IME adjustment, the linear adjustment formula
was respecified as a curvilinear formula. Therefore, as the resident-to-bed ratio rises, IME
payments increase at a reduced rate.

Under the PPS, teaching hospitals receive IME payments as determined by their individual
resident-to-bed ratios, the empirically based adjustment factor and the type of Medicare
patient they treat. The percentage add-on to the DRG payment varies among individual
hospitals depending on their resident-to-bed ratios. The average resident-to-bed ratio in the
nation’s teaching hospitals is about 0.10, or 10 residents for every 100 beds. Government
researchers generally define major teaching hospitals as institutions with at least a 0.25
resident-to-bed ratio. Academic medical center hospitals' have an average resident-to-bed
ratio of slightly over 0.50. For example. using the current IME adjustment factor of 7.7
percent, a hospital with a 0.05 resident-to-bed ratio would receive an additional 3.8 percent
IME payment under the PPS. A hospital with a 0.25 resident-to-bed ratio would receive a
17.9 percent increase in the DRG payment and a hospital with a 0.50 resident-to-bed ratio
would receive a 33.7 percent add-on payment. Therefore, as the IME adjustment bas been
reduced, hospitals with relatively high resident-to-bed ratios have experienced a greater
percentage reduction in their IME payments than hospitals with lower resident-to-bed ratios.

The Interest in Teaching Hospitals’ Financial Performance

Throughout the history of the PPS, the financial performance of teaching hospitals has been
an additional consideration, beyond the statistical estimate generated by regression analysis,
in determining the level of the IME adjustment. The first evidence of the importance of
other factors in addition to the "statistical estimate” was the CBO impact analysis that
documented how the proposed payment system would adversely affect teaching hospitals
relative to nonteaching hospitals. This analysis resulted in the doubling of the statistical
estimate.

As the Medicare PPS was gradually implemented, government bodies, private research
economists, and the hospital industry began to monitor the impact of the new payment system
on the nation's hospitals. Two closely watched measures of the impact of the PPS on
hospitals were PPS margins (the losses or gains associated with Medicare cases paid under
the PPS) and total margins (the losses or gains margin associated with all hospital operations,
including all patient care and other income from investments and philanthropy). The
Inspector General (IG) of the Department of Health and Human Services, the Congressional
Budget Office and the Prospective Payment Assessment Commission (ProPAC), issued
analyses of hospital PPS margins showing that, through the third year of PPS (1986-87),
hospitals in general had fared well under PPS and that teaching hospitals had significantly
higher PPS margins than did nonteaching hospitals.

In a statement submitted on August 1, 1988 to the House Budget Commitiee’s Task Force on
Health, the AAMC cited three factors that contributed to the unexpectedly high margins of

'Academic medical center hospitals are defined as hospitals under common ownership with a college of medicine or hospitals
in which the department chairmen of the school of medicine also serve as the chiefs of service at the hospital.
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teaching hospirals in the initial years of prospective payments:

. teaching hospitals maintained above average occupancy rates. In a fixed price
payment system where revenue varies directly with volume, teaching hospital
occupancy rates contributed to positive financial performance;

. HCFA's use of 1981 case mix indices to establish the hospital-specific payment
component of the PPS resulted in an overstated hospital-specific price for use during
the phase-in transition period; and

. the original IME adjustment was incorrectly interpreted as a linear relationship and
was based on incomplete 1981 data.

When the inappropriateness of the linear form was recognized and when more updated
information became available, the AAMC did not oppose a recalculation of the IME
adjustment. i.e., a decrease in the empirically based adjustment from 11.59 to 8.1 percent
and the imposition of a curvilinear form on the adjustment factor. Congress subsequently
reduced the IME adjustment to 7.7 percent when the limit on DSH payments was removed.
The AAMC did not oppose these changes in light of the empirical findings on hospital costs
and the financial performance of teaching hospitals in the early years of the PPS.

Over the years the executive and legislative branches have proposed reductions in the level of
the IME adjustment. These proposals have been based on calculations using a variety of
regression models, more current data, and different combinations of variables. In January
1989 the General Accounting Office (GAO) issued a repont that estimated the size of the IME
adjustment using various regression specifications and called for a reduction in the level of
the adjustment. Every year since 1989, the Prospective Payment Assessment Commission
(ProPAC) has recommended a gradual reduction in the level of the adjustment.

In recent years. however, Congress has indicated that the leve] of the IME adjustment should
reflect the broader mission and overall financial viability of teaching hospitals to assure
access and quality of care for Medicare beneficiaries and other patients. Similarly, ProPAC
has recognized that the financial success or failure of teaching hospitals could affect access to
care and quality of care, and in making its recommendations has tried to assure "rough
justice” among hospital groups. "Rough justice” refers to a policy objective of assuring
roughly comparable total margins for teaching and nonteaching hospitals.

Last year. in making its recommendation to decrease the level of the IME adjustment to 7.0
percent for FY 1995, the commission urged caution in implementing a precipitous drop in
the IME adjustment. While PPS inpatient operating margins for teaching hospitals are on
average higher than those for nonteaching hospitals, teaching hospitals’ total margins have
remained consistently lower than other hospitals’ total margins. As analyzed by ProPAC,
data from the ninth-year of PPS (1992-93), the most complete information publicly available,
show that average PPS margins for nonteaching hospitals were minus 6.4 percent, but total
margins were plus 4.7 percent. Major teaching hospitals, however, posted PPS operating
margins of 8.0 percent, but their average total margins were substantially lower at 3.0
percent. The average total margin for all hospitals was 4.1 percent.

A more recent ProPAC analysis of preliminary data from the tenth-year of PPS (1993-94)
shows the same relationship between financial margins and teaching status. Major teaching
hospitals, which are underrepresented in the incomplete tenth-year database, had PPS
margins of 11.2 percent, but recorded average total margins of 1.8 percent. Other teaching
hospitals, those with IRBs of less than 0.25, had average PPS margins of minus 0.8 percent
and total margins of plus 4.4 percent. Nonteaching hospitals had the lowest PPS margins at
minus 5.9 percent , but posted the highest total margins at plus 4.8 percent.

Some policy makers have maintained that a significant portion of the IME adjustment is
intended to help defray uncompensated care costs. Further, they argue, in a reformed health
care system in which more individuals are covered by health insurance, teaching hospitals’
burden of uncompensated care would be reduced and would justify a significant reduction in
IME payments. Teaching institutions are vital national and community resources. often
taking care of the most disadvantaged members of society  Yet their overall financial
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viability, on average, tends to be more precarious than nonteaching hospitals. The AAMC
has noted repeatedly the purpose of the IME adjustment is not to provide financing for
uncompensated care, but to recognize factors that increase costs in teaching hospitals.
Analysis by government and private researchers consistently has shown an empirical basis for
a differential payment to teaching hospitals based on their costs. The justification for a
special adjustment for these institutions traces back to the Medicare routine cost limits of the
late 1970s and the inception of the PPS in 1983. Even if the health care system is reformed
to improve access, legitimate cost differences between teaching and nonteaching hospitals
will continue to exist. Teaching hospitals continue to have higher inpatient operating costs
because of the types of patients they treat, services they offer. biomedical research they
conduct, and residents they teach.

The AAMC's Impact Analvsis of Reducing the IME Adjustment

The AAMC is greatly concerned that some policy makers have concluded that the IME
adjustment could be reduced substantially without threatening the financial viability of
teaching hospitals. The AAMC does not agree with this perspective and believes that a
reduction of the IME adjustment would seriously undermine the financial stability of teaching
hospitals. While a review of FY 1994 financial data supplied by 91 hospitals belonging to
the AAMC’s Council of Teaching Hospitals (COTH) suggests that some teaching hospitals
are performing well financially, a closer examination reveals that their total margins have
been relatively stable for three years and are comparable to the total margins of nonteaching
hospitals. Increases in the average PPS margin have contributed to stable aggregate total
margins over the period. Further analysis shows that any reduction in the IME adjustment
would substantially harm teaching hospitals, destroying the "rough justice” that has been
achieved with the current level of the IME adjustment.

Trends in PPS and Total Margins. PPS margins® for this group of 91 teaching hospitals, all
but 19 of which are "major teaching” hospitals, increased in 1994, "Major teaching”
hospitals are defined as those having resident-to-bed ratios of 0.25 or greater. Table C
shows that average PPS margins increased from 3.70 percent in 1992 to 11.75 percent in
1994. Of the 91 hospitals in Table 1, 16 (18 percent) reported lower PPS margins in 1994
than in 1993. While 37 hospitals had negative PPS margins in 1992, only 15 hospitals had
PPS margins less than zero in 1994. More importantly, however, the average total margin
for this group has remained fairly stable (between 4.60 and 5.12 percent) over the three-year
period.

PPS Margin Impact Analysis. Table D uses 1994 data to demonstrate the impact of various
types of PPS payments on hospital margins and the effect of reducing the IME adjustment
from its current 7.7 percent to 6.7 percent, 4.5 percent, and 3.0 percent. The 6.7 percent
level is ProPAC’s recommendation for FY 1996. It represents about one-third of the
difference between the current level of the IME adjustment and the commission’s most recent
statistical estimate of 4.5 percent. The House Republican Alternative Budget for FY 1995,
crafted last spring by the Republican members of the House Budget Committee led by
current Budget Chair John Kasich (R-OH), proposed a reduction in the IME adjustment to
3.0 percent from its current level of 7.7 percent for every 0.1 increase in a hospital’s intern
and resident-to-bed ratio. To estimate the impact of a reduction in the IME adjustment to
these vartous levels, a reduction factor was applied to each hospital’s 1994 IME payment.
This calculation assumes no change in the hospital’s 1994 intern and resident-to-bed ratio and
no other changes in Medicare payment policy.

Table D shows that teaching hospitals depend heavily on the IME and DSH payment
adjustments to maintain their PPS margins. On average, PPS margins calculated without the
IME or DSH payment adjustments--but with only DRG, outlier and "high ESRD use”
payments--are minus 31.76 percent. The IME adjustment makes a significant contribution to

*The PPS margin is defined as PPS revenue (DRG payment. disproportionate share payment. IME payment. oatlier and “high
End Suge Renal Disease [ESRD] use” payments) less Medicare inpatient operating custs. divided by PPS revenue. The PPS
margin definition excludes Medicare revenues and costs assogiated with capital, direct medical education. PPS exempt patient
care units. and some other categories. Because payments for most of these cost components (except capital) are made on a cost
reimbursement basis. the margins for these items cannot be positive. Therefore, the margins for Medicare inpatient beneticiaries
are less than the PPS margins shown in this analysis. A more detatled discussion of the dat and methodology used in this
analysis is included as Attachment A
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PPS AND TOTAL MARGINS IN SELECTED ACADEMIC MEDICAL CENTER
AND MAJOR AFFILIATED HOSPITALS: FY 1992 - 1994
RANKED BY FY 1994 PPS MARGIN

FY %4 FY %
% MEDCAID | % MEDICARE
HOSPITAL CASES PPS CASES
A L2 3461 %
B 0.06 33.69
c 10.27 35.01
D 34.79 25 81
E 23.65 29.20
F 12.19 2781
G 6.33 2574
H 15.63 37.92
I 9.53 4379
J 37t 47.39
K 21.72 21.46
L 20.75 3L1S
M 3.47 40 .84
N 15.88 32.03
(o] 13.77 2940
P 6.34 $2.10
Q 0.00 42.43
R 39.90 2063
s 1.40 21.63
T 678 .76
u 16.52 38.39
v 2350 %11
w 7.78 29.28
X 18.11 41.63
Y 15.57 37.06
z 28.90 31.32
AA 12.59 29.09
AB 314 24.97
AC 6.92 18.54
AD 21.47 2742
AE 14.98 2829
AF 6.4] 38.93
AG 19.08 32.53
AH 5.48 28.83
Al 9.14 31.38
AJ 10.77 36.61
AK 19.80 36.20
AL .65 29.20
AM 18.46 36.67
AN 18.08 26 51
A0 70.78 9.32
AP 33.63 2578
AQ 2127 26.36
AR 11.49 38.28
AS 28.30 21.54
AT 14.39 29.46
AU 6.71 54.51
AV 61.33 10.12
AW’ 16.43 25.69
AX 46.42 11.58

FY92
TOTAL
MARGIN

418 %
-36.7%
8.75
3
7.49

2.76
300

3.34

125
9.59

5.03
5.83
4.56

7.48
139
3.36
10.30
0.63

218
527
0.08
6.83
530

10.19
6.26
10.66
6.98
-6.14

FY 1993
TOTAL
MARGIN

381 %
-16.30
10.10

0.15

147

5.59

1.40
110
8.25

57y

13.50
09
5.26
-4.90
4.04

6.76
5.2

4.69
0.84

3.31
5.24
3.56
131
4.56

9.68
1451
3.

-15.22

FY 1994
TOTAL
MARGIN

221 %
0.25
5.64
39
130

-2.07
2.13
436
4.92
723

3.40
4.07
627
1.03
1.09

2.87
6.60
4.56
1.39
0.06

12.48
2.24
-1.23
9.36

382

14.71
1.14
10.34

11:43

10.53
498

7.92
413

2.57
1
4.94

1.4
2.47

038
783
7.40

8.05
5.3
L3
7.91
-2.05

FY92
PPS
MARGIN

9.15 %
-81.26
-9.76
-28.50
-1T78

-6.62
-7.50
-8.3¢
-8.50

8.42

014
112
-10.27
-4.61
9.9

7.50

-1.77

4.83
5.8

5.10
10.80
1297

849

-18.16

3.65
-18.08
26.08

17.03

FY 93
PPS
MARGIN

635 %
-49.63
-3.87
-23.16
-12.88

998

L12
-4.45
-1.32
1n.s

-3.96
-7
~+.92
-10.00
-8.17

1.68

-2.64
6.29
10.21
9.70
-19.5¢

0.88
3.07
13.39
6.97
23.31

FY %
PPS
MARGIN

-26.39 %
-22.60
-15.87
-12.68
-8.08

.7.88
5.2
4.43
333
-3.04

-2.69
-2.18
-1.81
.39
0.24

13.39



125

TABLE C:

PPS AND TOTAL MARGINS IN SELECTED ACADEMIC MEDICAL CENTER
AND MAJOR AFFILIATED HOSPITALS: FY 1992 - 1994

RANKED BY FY 1994 PPS MARGIN

FY 94 FY 94 Fy92 FY1993  FY 1994 FY92 FY 93 FY 54
%MEDCAID | % MEDICARE | TOTAL TOTAL TOTAL P PPS PPS

HOSPITAL CASES PPSCasES | MARGIN  MARGIN  MARGIN | MARGIN __MARGIN ___MARGIN
AY 2734 % 19.66 % 284 % 325 % 179 % 210 % 586 % 1417 %
Az 18.52 26.10 9.17 961 714 7.7 274 14.67
BA 13.78 21,75 4.55 3.80 2.60 -26 .08 -1.87 15.30
BB 12.71 43.42 10.21 9.58 12.16 0.0 4.43 15.51
BC 15.69 36.00 6.00 32.99 3.79 16.15 18.26 15.99
BD 2236 25.83 12.08 22,14 2133 3.64 16.00 16.07
BE 3035 18.35 6.0l 6.25 7.10 258.51 21.00 16.36
BF 2719 17.87 1230 1421 6.68 3185 1.83 17.03
8G 1424 $2.61 3.96 247 1.91 5.67 10.55 17.12
BH 4131 2182 9.42 512 6.02 16.22 534 18.43
BI 24.10 24.20 0.60 0.20 691 0.85 1533 18.64
B) 30.37 3344 029 054 3.76 am 15.72 19.16
BK 18.81 30.52 380 4.2 459 12.88 19.49 19.50
BL 24.54 1973 494 4.93 4.08 119 1156 19.51
BM 9.84 38.22 539 551 6.61 158 957 1977
BN 16.59 29.15 5.03 31.67 2.95 14 33 12.90 20.34
BO 18.93 33.07 7.34 4.4l 452 12.35 11.92 20.47
BP 5.67 36.21 1.38 3.04 1.830 7.53 16.18 20.88
BQ 64.43 9.07 8.57 1.23 2.26 19.67 34.18 21.04
BR 47.46 1671 175 117 1.07 -3.38 1752 2114
BS 1174 32.44 1.96 310 an 17.34 1055 21.19
BT 3236 2436 5.16 3% B 11.00 1155 21.62
BU 4558 15.08 .67 128 1430 25.91 17.81 2178
BV 25.62 17.82 612 254 4 1731 17.63 a2
BW 12.52 274 7.36 701 .87 10.95 17.33 247
BX 27.42 26.66 733 517 455 1592 21.08 237
BY 2.72 2353 457 6.0 2.97 14.94 17.89 24.11
BZ 36.86 29.64 7.07 7.54 4.47 20.20 19.64 24.34
CA 11.53 3875 436 339 1.3 3.74 16.62 24.50
[:] 3116 2183 7.73 5720 7.79 2583 2675 25.38
[od2] 38.75 20.12 10.70 8.4l 10.20 15.15 18.77 26.65
cc 53.97 11.50 0.55 0.0 239 23.39 29.96 27.06
CE 13.94 28.67 318 1.02 3.08 1.00 224 28.26
CF 16.47 25.16 279 207 2.85 1539 20.06 2876
cG 56.24 2.5 0.10 13 1221 19.80 25.58 30.41
cH 16.64 1.29 -1.18 260 631 19.22
ct 12.98 195 1 a6 3152 3117
o 15.22 15.30 252 435 30.43 32.62
K 15.60 652 3.94 0.96 3372 3691
cL 4.79 5.21 7.66 642 34.97 34.89
™M 12.60 .61 938 8.85 36.67 29.65

MEAN: L2700 % 60 % 39 731%

{(Unweighted) e il . :

MEDIAN. - | 27 50 o 8238

SOURCE: ASSOCIATION OF AMERICAN MEDICAL COLLEGES FROM MEDICARE COST REPORTS.
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CONTRIBUTION OF PPS PAYMENTS TO SELECTED ACADEMIC MEDICAL CENTER
AND MAJOR AFFILIATED HOSPITALS' PPS MARGINS: FY 1994

RANKED BY DRG PAYMENT, OUTLIERS, ESRD, DSH & IME @ 7.7%

DRG PAYMENT
DRG PAYMENT DRG PAYMENT DRG PAYMENT PLUS OUTLIERS PPS MARGIN |PPS MARGIN |PPS MARGIN
LESS PLUS OUTLIERS PLUS OUTLIERS ESRD, IME @7.7% W/IME @ W/IME @ W/ME @
|_oeRcosTs | ANDESRD | agseputME | aNDDsH @7s | @s5n | son
4741 % .17 % 3497 % -26.39 2911 % -35.51 % 4025 %
-107.62 -41.30 -22.60 -12.60 -24.75 -29.74
-46 59 4247 -15.37 -15.87 -18.75 -25.61
-109.26 -96.12 -36.32 -12.68 -16.49 -25.86
£67.64 60.36 -19.74 $.08 -11.39 -19.4
-36.27 -15.29 -7.88 -9.31 -12.60
-63.09 -13.46 5.2 -8.85 -18.08
-23.26 -8.59 4.4 -5.43 -7.69
-19.36 -3.33 =33 4.52 -1.24
-12.79 -3.04 -3.04 -3.94 -5.99
-58.38 -12.50 -2.69 -13.76 -19.81
£3.70 -11.61 -2.18 -14.95% -22.10
-43.74 -1.81 -1.81 -13.53 -20.01
4439 -9.69 0.39 -7.67 -I1.45
62.93 -535 024 -15.10 -23.69
-15.76 -13.00 0.57 0.57 -1.01 -4.65
-17.44 -12.51 0.49 2.13 0.79 -2.29
-76.38 £5.99 -15.47 229 -1.09 -9.42
-49.28 37.01 2.54 2.54 1.26 -10.7%
-54.62 43.32 0.93 27 -1.31 -11.44
-15.717 -10.20 -1.91 2.94 2.0 0.04
-99.09 £67.16 -16.67 2.98 0.30 833
-7.74 -5.52 0.59 3.52 2.9% 1.69
-32.48 -26.83 -12.47 in 2.50 0.31
-30.74 -25.79 Q.02 4.07 1.56 - .35
-71.32 £1.13 -21.88 4.37 193 -1.88 -8.26
-27.87 -23.66 -1.60 4.53 240 -262 -6.36
49 .30 62.11 -13.23 4.74 1.50 £.46 -12.68
-10.82 -7.02 4.80 4.30 3.41 022 -2.08
-54.75 -50.58 9.75 5.16 2.18 -5.07 -10.66
-44.76 -38.95 0.36 5.18 1.83 £.42 -12.90
-39.61 -33.37 1.48 6.00 2.85 -4.87 -10.88
-18.47 -14.12 ~4.94 6.24 5.36 3.36 1.94
-27.70 -22.29 6.58 658 3.54 -3.88 -9.63
-43.23 40.65 337 6.95 316 £.37 -14.02
-11.56 933 7.69 7.69 5.73 131 -2.00
-53.99 4293 1.85 8.48 4.37 .17 -11.39
-52.05 -46.54 033 8.66 504 “4.01 -11.24
-54.20 -46.26 229 895 6.06 099 -12.25
47.50 -36.59 £0.719 8.95 5.13 -4.48 4.4
-75.74 -68.71 -29.79 9.11 7.16 2.57 £.83
<118 -55.11 -4.42 10.98 7.63 £0.68 -7.26
-29.90 -24 66 -3.14 1098 9.22 511 2.08
-9.46 -1.96 739 11.03 9.42 5.68 2.94
-46.07 -40.47 -2.18 12.04 9.28 2.54 -2.66
$.70 -1.99 12.30 1135 9.19 7.65
-1.34 097 12.42 11.08 8.00 577
-74.30 £8.90 12.6 10.83 6.58 3.8
4536 -38.75 1297 919 0.41 -8.2i
£5.28 -55.25 13.39 11.63 751 4.46
4224 0N 14.17 11.30 4.27 -1.20
-9.41 4.59 1467 13.39 10.4 8.27
-43.89 n 15.30 1184 313 -3.86
-28.67 1257 15.51 11.97 3.03 4.15
993 13.07 1599 13.73 8.29 417
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CONTRIBUTION OF PPS PAYMENTS TO SELECTED ACADEMIC MEDICAL CENTER
AND MAJOR AFFILIATED HOSPITALS' PPS MARGINS: FY 1994

RANKED BY DRG PAYMENT, OUTLIERS, ESRD, DSH & IME @ 7.7%

DRG PAYMENT

DRG PAYMENT | DRG PAYMENT | DRGPAYMENT |PLUS OUTLIERS | PPS MARGIN |PPS MARGIN |PPS MARGIN

LESS PLUS OUTLIERS | PLUS OUTLIERS ESRD, IME @7.7% W/ME @ WIME@® | WIME@
OPER COSTS AND ESRD A ESRD & IME AND DSH 67% _@45% 30%

56.61 -45.06 7.08 16.07 1237 % 298 % 467%
45.17 3112 440 16.86 13.92 6.65 0.9+
-50.13 45.74 237 17.03 14.35 7.9 2n
-7.40 3.20 12.75 1712 15.51 1.7 8.96
9125 5475 2.09 18.43 15.44 3.04 2.20
9.24 1.70 464 18.64 17.59 15.19 13.48
-15.12 -14.23 359 19.16 17.7%6 14.51 12.14
-39.00 33.53 11.44 1950 16.16 7.7€ 0.9
-50.57 44.76 018 19.51 16.80 10.16 4.99
5.26 654 19.77 19.77 18.27 14.76 12.18
-27.85 243 1723 2034 16.87 8.07 092
34.40 -30.30 12.10 20.47 17.30 9.38 3.04
3.56 6.16 2088 2088 19.3 15.36 12.56
-50.39 44.96 -14.14 21.04 19.50 15.90 13.2¢
51.49 -55.06 0.59 2114 10.95 s21
3227 21.10 1897 21.19 17.41 7.68 038
-32.78 -29.80 12.01 2162 18.58 11.01 497
41.00 -36.56 069 21.78 19.65 14.53 10.65
40.17 -37.90 5.20 n4 19.46 12.10 6.25
10.58 12.13 2247 2.47 21.27 18.48 16.47
4024 2.7 11.94 2337 2033 1275 6.69
2821 2258 13.09 24.11 2152 15.15 10.18
39.53 32.95 9.58 2434 21.61 14.87 9.56
-30.91 231 19.08 24.50 .53 17.84 14.30
-38.64 -29.85 599 2538 3.9 17.90 13.85
3672 3183 692 26.65 2437 18.83 14.56
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0.05 3.41 28.76 2876 26.25 20.04 15.17
46.51 -35.50 491 30.43 23.40 2.49 19.74
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1144 -10.68 24.16 832 36.20 3098 26.90




128

reducing what would have been unsustainable large losses. increasing the average PPS
margin from minus 31.76 to plus 0.96 percent. The addition of the DSH payment to the
margin calculation moves the average PPS margin to plus 11.75 percent. If the IME
adjustment is reduced from 7.7 to 3.0 percent, as proposed by the Republican members of
the House Budget Committee, the average PPS margin would fall from a positive 11.75to a
negative 1.49 percent, a reduction of 13.24 percentage points.

Most important, if the IME adjustment is reduced to 3.0 percent, the impact on average total
margins would be substantial (data not shown in table). The average total margin in 1994
would fall from 5.1 percent to 2.8 percent, 2 decrease of 2.3 percentage points. At the 6.7
percent IME level, the total margin would be 4.6 percent and it would be 3.5 percent if the
level of the IME adjustment were 4.5 percent.

Contribution of the DSH Payment to PPS Margins. As the Medicare DSH adjustment has
been expanded and increased (as mandated by OBRA 1989 and 1990}, academic medical
center (AMC) hospitals have come to rely increasingly on DSH payments as par of their
total PPS payments. Table E below shows that DSH as a percentage of total PPS payments
has more than tripled since 1988. On the other hand, the relative importance of the IME
payment to a group of academic medical center hospitals has remained fairly stable since
1989. These data confirm the conclusion that can be drawn from Table D: the DSH
payment increases the average PPS margin substantially. Moreover, one-third of the
hospitals with negative PPS margins do not receive any DSH payment.

Table E
IME and DSH Payments as Percentages of Total PPS Payments
in Selected Academic Medical Center Hospitals: FY 1988-FY 1994

IME and DSH as a
Hospital IME as a % of DSH as 2 % of % of Total PPS
Fiscal Year | Total PPS Payments | Total PPS Payments Payments
FY 1988 19.6 39 23.5
FY 1989 237 5.2 28.9
FY 1990 23.4 6.3 29.7
FY 1991 24.5 10.8 353
FY 1992 246 11.9 36.5
FY 1993 24.7 12.7 37.4
FY 1994 25.4 12.9 383

Source: AAMC letters to Start H. Altman, Ph.D., Chairman. Prospective Payment Assessment Commission,
1989-1995 :

It is expected that DSH will make an increasingly important contribution to total PPS
payments, as OBRA 1990 mandated further DSH payment increases for FFY 1994 and 1995.

Discussion of the AAMC's Analysis. Now in its twelfth year, the current prospective
payment system differs significantly from the original system, but it remains a payment
system based on national average rates that do not by themselves recognize important
differences in hospital costs. Thus, the IME adjustment, which recognizes the special
characteristics of teaching hospitals, including the severity of illness of their patients, the
range of services provided, and the presence of graduate medical education programs, is of
great importance to teaching hospitals’ financial stability.

The current IME policy appears to have created "rough justice” across hospital payment
groups. The 1994 average total margin of this group of 91 COTH teaching hospitals is now
comparable to the average total margin of hospitals that received only DSH payments (4.8
percent in ProPAC’s June report) in the ninth-year of PPS and to hospitals that received
neither DSH nor IME payments (4.6 percent) in PPS-9. ProPAC’s recent analysis of an
incomplete sample of hospitals reporting preliminary data from the tenth-year of PPS (1993-
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94) shows that nonteaching hospitals’ total margins appear to have stabilized at nearly 5
percent, about the same level as the total margins of this group of COTH hospitals.

ProPAC analysis of preliminary data from the tenth-year of PPS (1993-94) also shows that
hospitals receiving both IME and DSH payments had the highest PPS margins (6.9 percent),
but the lowest total margins (2.9 percent) of any payment group. Hospitals that received
neither IME nor DSH payments had the lowest PPS margins (minus 8.0 percent), but the
highest total margins (4.8 percent). Hospitals that received only DSH payments had
similarly high total margins of 4.7 percent, and improved PPS margins of minus 3.1 percent.
Hospitals that received only IME payments (and no DSH payment) had a lower average PPS
margin of minus 3.3 percent, and a slightly lower total margin of 4.5 percent compared to
DSH only hospitals and to hospitals that neither IME nor DSH payments.

For the COTH hospitals in this analysis, the average total margin has increased slightly over
the three-year period. Recent Congressional mandates extending Medicaid coverage to
broader populations who previously may have been categorized as indigent patients,
combined with favorable changes in Medicaid payment policy, may have contributed to these
hospitals” improved total margins during this period. However, recently mandated limits on
the amount of Federal funding available for Medicaid disproportionate share payments will
moderate or reverse this pattern. In addition, the continued growth in managed care
arrangements, which often do not recognize the training and other special costs incurred by
teaching hospitals, and pressure by third-party payers to discount high cost tertiary services
threaten teaching hospitals’ financial stability.

The IME payment is an important equity factor in the Medicare PPS, compensating teaching
hospitals for the higher patient care costs they incur as a result of the severity of their
patients’ illnesses, the scope of services provided and the impact of educational programs on
hospital operating costs. However, its "medical education” label causes the adjustment to be
viewed incorrectly as a payment for education only.

The IME adjustment was originally developed to create a "level playing field" for teaching
and nonteaching hospitals. Tt serves as a proxy to adjust for inadequacies in the PPS,
including:

. inadequate recognition of differences within a DRG of the complexity of disease,
intensity of care required, and resources utilized by patients in teaching hospitals;

. non-recognition of the teaching hospital’s costs of maintaining both a broader scope of
services and the capacity to provide specialized regional services;

] failure of the wage adjustment to account for differences between central city and
suburban wage rates within metropolitan areas,

. unavoidable decreases in productivity stemming from the presence of trainees; and

. additional ancillary services ordered by trainees as they learn how to diagnose and
treat patients.

The AAMC strongly supports the importance of considering other factors, such as financial
impact, in addition to an empirical estimate in determining the level of the IME adjustment.
Teaching hospitals are under the same budgetary pressures as other hospitals to provide care
efficiently; moreover, they must also fulfill their unique educational and service missions,
including provision of health care for the poor. The current IME adjustment of 7.7 percent
for each 0.1 increase in the number of residents-to-beds represents a substantial reduction of
over 30 percent, or nearly 4 percentage points, from the original adjustment of 11.59
percent. Teaching hospitals have coped with the decreased rate, but in the current health
services delivery environment, they will not be able to withstand further reductions without
making substantial changes in the programs and services that they offer.

A reduction in the IME adjustment would hinder teaching hospitals’ capability to support
adverse selection within the DRGs, high technology care, high cost services for referred
patients, and unique community services such as burn and trauma units.
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The AAMC continues to oppose any reduction in the indirect medical education
adjustment and urges the Congress to consider carefully the impact of a reduction in the
adjustment on all teaching hospitals.

Direct Graduate Medical Education Payments

Our present system for graduate medical education has much to commend it. However, the
system needs to change. The Association recognizes the present system has failed 10 produce
the number of generalist physicians that society believes it may need in a reconfigured health
care system. To that end, the AAMC has committed itself to identify ways to reverse the
significant underrepresentation of generalist physicians among practitioners in the United
States. A 1992 Association policy statement calls for:

an overall national goal that a majority of graduating medical students be committed
to generalist careers (family medicine, general internal medicine and general
pediatrics) and that appropriate efforts be made by all schools so that this goal can be
reached within the shortest possible time.

The policy document identifies and recommends strategies for the Association, schools of
medicine, graduate medical education and the practice environment to facilitate reaching the
goal. Its foundation rests on the implementation of voluntary, private sector initiatives.
Among them is creating and mainaining incentive programs aimed at individual medical
students, resident trainees, and practicing physicians as the preferred methods of inducing
career choices in certain specialties.

We may all agree that the imbalance between the number of generalist and specialist
physicians is unacceptable to society. Some policy makers and others have argued that the
federal government-particularly the Medicare program-should take a more active role in
ameliorating this imbalance by changing the way that graduate medical education (GME) is
financed. The Association’s policy statement on the generalist physician strongly endorses
that private sector organizations and governmental bodies should join together in partnership
to eliminate the many barriers that exist to meeting the need for generalist physicians. First
among these strategies is reducing the marked disparity in income expectations stemming
from our current system of physician payment. A second strategy is the development of
appropriate training experiences in ambulatory, community-based non-hospital settings. As
hospitals encourage shorter stays by more acutely ill patients, training in ambulatory and
long-term care settings is needed to supplement the educational experience provided in
hospitals to assure that residents receive comprehensive clinical training. With respect to the
role of the Federal government, the AAMC policy statement recommends that:

. the Medicare program and other third-pacty payers should adopt other reforms in
physician payment designed to compensate generalist physicians more equitably; and

. mechamisms employed to finance the direct costs of graduate medical education should
not create nor perpetuate barriers to shifting the balance between generalist and non-
generalist training.

Some changes in direct GME funding will be required to encourage residency (raining in
non-hospital sites and to provide the resources for other initiatives designed to make the
generalist specialties more attractive to medical students. However, the AAMC does not
believe that weighting Medicare hospital payments for graduate medical education by
specialty or that moving to a national average payment for Medicare direct costs will have a
positive effect on the decisions senior medical students make with respect (o specialty choice.
Medical students’ career choices are not affected by payments made to hospitals. Before
proceeding directly to the debate on these issues, I will provide some background on
graduate medical education and its current method of financing.

The Environment for Graduate Medical Education

The nature of graduate medical education is changing. Many factors in the current
environment are contributing to changes in how graduate medical education is conducted and
how it may be financed in the future. Residency and fellowship education is a system of



131

learning by participation in the care of individual patients and, therefore, includes elements
of both education and service. However, as hospitals increasingly are called on to improve
efficiency, residency programs are under constant pressure to emphasize service over their
educational role. Additionally, while graduate medical education is organized primarily in
hospitals and has been focused mainly on inpatients, its involvement with ambulatory patients
is increasing to reflect the shift from inpatient to outpatient care in the overall health care
systemn. Many specialties are requiring residents to spend more training time in ambulatory
settings. For example. the Residency Review Committee (RRC) for internal medicine has
required that all trainees in internal medicine residency training programs spend at least 25
percent of their time in ambulatory settings.

Residency programs require long-term, stable funding commitments to provide an appropriate
education and to enhance the quality of patient services. Graduate medical education has
been funded primarily by patient service revenues to hospitals, with significant appropriations
supporting some municipal- and state-supported hospitals and military and Velerans Affairs
(VA) hospitals. While the Medicare program and some state Medicaid programs make
explicit payments for GME costs, private payers have traditionally supported GME through
the higher payments that they make to teaching hospials for patient care services.

AAMC dara show that. on average, hospital patient revenues supported 85.2 percent of
resident stipends and benefits and 62.9 percent of clinical fellow stipends and benefits,
excluding VA hospitals in 1992-93 (see Amachment B). If anything, these data overstate the
role of the hospital in financing graduate medical education, particularly for subspecialty
clinical fellows, who are often not funded by the hospttal, and therefore may not be included
in the instirution’s records.

Faced with pressure to restrain health care expenditures, public and private third-party payers
are adopting payment systems that limit or even decline altogether to provide payments for
graduate medical education costs. The costs associated with the training of physicians may
not be recognized by payers as they shift to fixed price systems for defined "bundles” or
packages of services, capitated payments, and negotiated contracts for selected services.
Thus. the historic mechanism for financing graduate medical education is being steadily
dismantled by the broader focus on price competition among health care providers.

The Purpose of the Medicare Direct Graduate Medical Education Payment

Hospitals that train health professionals have multiple functions. In addition to providing
medical care to individual patients, these hospitals provide the resources for the clinical
educarion of physicians, nurses, and allied health professionals. To provide this formal,
experientially-based clinical training, hospitals incur costs beyond those necessary for patient
care. These added direct costs include: salaries and fringe benefits for trainees and the
faculty who supervise them: classroom space; the salaries and benefits of administrative and
clerical staff in the graduate medical education office: and allocated institutional overhead
costs. such as costs for electricity and maintenance.

When Congress established the Medicare program in 1965, it acknowledged that educational
activities enhanced the quality of care in institutions and recognized the need to support
residency training programs to help meet the public need for fully-trained health
professionals. In drafting the initial Medicare legislation, Congress stated:

Educational activities enhance the quality of care in an institution, and it is intended,
until the community undertakes to bear such education costs in some other way, that a
part of the net cost of such activities (including stipends of trainees. as well as
compensation of teachers and other costs) should be borne to an appropriate extent by
the hospital insurance program (House Report, Number 213. 89th Congress. 1st Sess.
32 (1965) and Senate Report. Number 404. Pr. 1. 89th Congress. 1st Sess. 36
(1965)).

Similarly. in the regulations governing the Medicare program, the Secretary of Health,
Education and Welfare stated:

It is recognized that the costs of such educational activities should be borne by the
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community. However, many communities have not assumed responsibility for
financing these programs and it is necessary that support be provided by those
purchasing health care. Until communities undertake to bear these costs, the program
will participate appropriately in the support of these activities (42 C.F.R. Section
413.85 [formerly Section 405.421(c)]).

Thus, since its inception the Medicare program has assumed some responsibility for graduate
medical education costs, making separate payments to teaching hospitals for these costs.

The History of the Direct Graduate Medical Education Payment

During the 1970s the Congress authorized the Department of Health. Education and Welfare
to set prospective limits on the amount of hospital costs that would be reimbursed by the
Medicare program. In 1979, it was decided that in calculating these cost limits a hospital
could exclude all DGME costs because it did not seem fair to compare the costs of
nonteaching hospitals to teaching hospitals if the DGME costs were included. The costs of
teaching hospitals would surely be higher. This exclusion set a precedent for separating
DGME costs from other costs, a separation that carried over into the design of the Medicare
prospective payment system in 1983:

The Department [of Health and Human Services] believes thart the direct costs of
approved medical education programs should be excluded from the [PPS] rate and be
reimbursed as per the present system. This approach will assure that the base rate is
related to patient care outcome and not significantly influenced by factors whose
experience is really based on objectives quite apart from the care of particular patients
in a particular hospital (Secretary of the Department of Health and Human Services,
Hospital Prospective Payment for Medicare: A Report to Congress, December 1982,
pages 47-48.)

Until the mid 1980s, Medicare paid for its share of DGME costs based on the hospital’s
historical and reasonable costs as determined by an audit. Reimbursement was open-ended in
that a portion of "reasonable and allowable” DGME costs incurred every year was "passed
through" to the Medicare program. DGME payments were also open-ended in that there was
no restriction on the number of years that Medicare reimbursement would financially support
a resident’s training.

In April 1986, Congress passed the Consolidated Omnibus Budget Reconciliation Act
(COBRA) of 1985 (P.L. 99-72), which dramatically altered the DGME payment
methodology. The legislation changed the DGME payment methodology from one based on
annual historical DGME costs to a prospective per resident amount. The Medicare program
now pays its share of a hospital-specific per resident amount based on audited costs from a
base year and updated for inflation rather than on the basis of DGME costs actually incurred.
Today. a hospital's DGME payment is calculated by multiplying the hospital's fixed amount
per resident by the current number of residents and then multiplying that result by
Medicare’s share of inpatient days at the hospital. Other legislative and regulatory changes
have been made since COBRA, but the basic methodology for calculating the DGME
payment remains the same.

In addition to changing the payment methodology, COBRA placed limits on the number of
years for which full Medicare payment would apply. In a subsequent change, Congress
chose to restrict full support to the direct costs of those residents within the minimum
number of years of formal training necessary to satisfy the educational requirements for
initial board certification, up to a maximum of five years. The five-year count would be
suspended, however, for a period of up to two years for training in a geriatric residency or
fellowship program. Payment for residents beyond either the period for initial board
certification or the five-year level are reduced by 50 percent.

The change in DGME payment methodology required by COBRA, which the AAMC did not
oppose, terminated the previous open-ended commitment to financing graduate medical
education. Although COBRA limits DGME payments, it still acknowledges the historical
scope of direct graduate medical education costs, including the salaries and fringe benefits of
residents and supervising faculty physicians and institutional overhead costs.
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Proposals to Change Medicare Payments for DGME Costs

Since the implementation of per resident payments in 1989, policy makers have proposed
changes in the methodology to encourage residency training in generalist specialties and to
limit the variation in hospital-specific per resident amounts. Generally speaking, these
proposals also are intended 1o limit the growth in Medicare expenditures. Two proposals
which will be addressed later in this testimony, weighting payments by speciaity and
constructing a national average payment amount, appear to have captured the attention of
some policy makers. First, however, it is helpful to describe several recent government
reports on Medicare financing of graduate medical education.

The Studies Conducted by the Inspector General and the General Accounting Office. Interest
in changing Medicare DGME payments has been fueled 1o some degree by reports issued in
1994 by two government bodies: the Office of the Inspector General (IG) within the
Depanmem of Health and Human Services and the General Accounting Office (GAO). In an
April 1994 report 10 the HCFA Administrator, the 1G concluded. based on a sample of 120
teaching hospitals, that the per resident payment methodology caused the Medicare program
"to share disproportionately in GME costs.” The IG recommended that HCFA should
propose severat regulatory and legislative changes to more accurately identify Medicare’s
share of DGME costs, claiming that the pre-COBRA method was more comprehensive and
representative of Medicare patients’ utilization.

In July 1994, the IG issued its study of DGME costs, and recommended that HCFA re-
evaluate its current policy of paying DGME costs for all specialties. The IG suggested that
HCFA could submit a legislative proposal to "reduce or even possibly eliminate Medicare's
investment in GME for specialties for which there is a surplus of physicians.” The 1G noted
that "with the financial difficulties facing Medicare, it can ill afford to be the primary
financial support for educational costs associated with surplus physician specialists.” The
report explains that at the inception of the Medicare program, the nation had a physician
shortage and there was little community financial support for physician training.

The GAO has sounded similar themes. In May 1994, the GAO concluded that hospitals were
using Medicare funds to support a disproportionate number of nonprimary care physicians,
rather than meeting "community needs” by training primary care physicians. The GAO also
cited several barriers to primary care training, including restrictive Medicare payment rules
regarding DGME payments. In October 1994, the GAO suggested that medical schools and
residency programs were not doing enough to increase the number of primary care

physicians and again urged Congress to modify Medicare payment rules to provide incentives
for ambulatory training.

While the AAMC is encouraged that interest in GME reform to meet public needs remains
high, the Association has serious concerns about the reports of both agencies. The GAO’s
October report does not rely on the most current information available. Medical schools
have ignited a solid, positive trend of increased medical student interest in primary care since
the period studied in the GAO’s October report. Thousands of medical students at more than
98 percent of the nation’s allopathic and osteopathic medical schools participated in National
Primary Care Day last year. The findings of the AAMC's Medical School Graduation
Questionnaire are corroborated by the results of the 1994 National Residency Matching
Program, which shows that more medical school graduates are selecting training in the
generalist specialties.

The AAMC’s Office of the Generalist Physician has established a number of services to
support the generalist programs of medical schools, including:

. co-sponsorship of National Primary Care Day;

] educational programs for medical schoo! faculty and administrators designed to assist
them in their efforts to strengthen generalist education at their institutions;

. studies to elucidate the factors affecting career choices of medical students and
residents and monitoring outcomes of efforts undertaken by schools and programs:
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. an information clearinghouse that contains published and unpublished reports of
generalsit initiatives and experiences at various academic institutions; and

. annual surveys of all U.S. medical schools on their programs and/or initiatives to
increase production of generalist physicians.

With respect to the IG's April report, the AAMC has not had the opportunity to study the
technical issues raised in the document. While the AAMC supports the principle that the
Medicare program should pay a proportionate share of DGME costs, it should be recognized
that the base-year GME costs were audited by HCFA's fiscal intermediaries and in a number
of instances, legitimate costs were disallowed. Congress should carefully consider technical
changes which could reduce the program'’s current level of support for GME, particularly in
light of diminishing support from other payers and the failure to establish an all-payer fund
for graduate medical education.

The AAMC strongly disagrees with the IG’s suggestion "to reduce or even possibly eliminate
Medicare’s investment in GME for specialties for which there is a surplus of physicians.” It
would be a serious error (o adjust the level and/or type of support based upon short-term
circumstances in a rapidly changing health care system. This is particularly true of medical
education with its extraordinarily long training cycle

The IG's recommendation violates the intent of the original Medicare legislation which
requires the program to support graduate medical education "until communities undertake to
bear these [educational] costs.” The AAMC strongly believes that in the current competitive
environment, in which payers attempt to restrict themselves to paying only for those services
they believe are necessary and reasonable for the care of their patients, communities have not
undertaken to support the costs of physician training. In the absence of an all-payer fund for
DGME costs, the Medicare program must continue to fulfill its original mandate and
contribute its proportionate share to the education of physicians in all specialties.

Weighting DGME Payments by Specialry. For several years, some policy makers have
proposed changes in Medicare payments for DGME costs that are intended to provide
incentives to encourage the training of generalist physicians and to eliminate the variation in
hospital-specific per resident amounts. Additionally, these proposals would reduce the
Medicare program’s role in GME funding.

One payment proposal, made in 1993. would have based Medicare DGME payments on a
national per resident amount derived solely from the average of salaries paid 10 residents.
Direct medical education payments would reflect differential weighting of the national
average resident’s salary, based on the specialty area a resident is pursuing and the length of
the residency. A resident in a primary care specialty would be weighted at 240 percent, a
non-primary care resident in the initial residency period would be weighted at 140 percent,
and a non-primary care resident beyond the initial residency period would be weighted at 100
percent. The average weight would be 175 percent of the national average resident’s salary,
down from the average weight of about 215 percent under current law.

If it had been adopted, this proposal would have replaced the current Medicare payment
methodology for DGME costs with a system based on three national rates. Thus, a
hospitai’s total direct GME payment would be based not on its costs, but on the specialty mix
of its trainees. Some policy analysts believe that these types of proposals would not only
eliminate the variation in direct GME payments, but also would offer incentives to produce
more primary care physicians. The proposal would attempt to accomplish this policy goal by
paying relatively favorable amounts for primary care residencies, and substantially less
favorable payment amounts for all other residencies.

The Association opposes proposals that intend to stimulate the production of generalist
physicians by weighting direct GME payments by specialty and length of training.
Although the AAMC strongly supports more individuals entering generalist practice, the
Association does not believe this proposal would achieve its intended objective of
encouraging the training of more generalist physicians. Proposals to weight Medicare
DGME payments by specialty would have a negative effect on most hospitals’ Medicare
payments for DGME costs, depending on the hospital’s specialty mix of resident trainees.
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There is no evidence that medical students’ selection of residency training programs is related
to Medicare payments to hospitals. The task at hand is not to increase the number of
generalist training positions, but to inccease the attractiveness of the training positions already
available.

In its March 1993 report to the Congress, the Physician Payment Review Commission
(PPRC) concluded that weighting DGME payments to hospitals is undesirable. The
commission indicated that there was already a sufficient number of existing generalist
training slots, and weighting would have little influence on hospital management’s and
residency program directors’ decision making. Finally, weighting would not sufficiently
penalize institutions oriented toward subspecialty training.

The PPRC also “rejected as unwise the options of paying only for primary care positions or
only for the firsc three years of training” (page 66). While the commission was aware of the
need to increase the proportion of generalist physicians, it conciuded that the nation will
continue to require well-trained physicians in all specialties, and that such a policy would not
be "sufficiently flexible" if changes in the health needs of the population called for physicians
in specialties that required more than three years of training.

Proposals to weight payments by specialty would, however, eliminate the variation in the
current per resident amount methodology across teaching hospitals and reduce support for
physicians in training. There are legitimate reasons why there have been variations in
institutional costs among residency training programs, including the way the law has been
interpreted by the Medicare fiscal intermediaries and providers, and differences in historical
funding sources.

It is important to understand the internal institutional dynamics that wili result from the
implementation of preferential weighting proposals. Those disciplines with an increased
weighting factor will argue that they deserve "more” of the direct GME funds for their
residency programs. At the same time, other disciplines, as a result of reductions in fee
revenue atiributable to the implementation of the resource-based relative value scale, are
increasing pressure for more faculty salary support. Reports from members of the AAMC's
Council of Teaching Hospitals indicate some specialty departments are approaching hospital
executives for additional academic supervisory and administrative financial support.

While supporters of preferential weighting proposals indicate that a higher payment
differential will be enacted only for primary care disciplines, it is likely many clinical
specialties will argue they also deserve a "special weighting factor.” It is unclear what
criteria will be used to define a "primary care” program. The AAMC notes that emergency
medicine was added as a primary care category to the House Ways and Means Committee
proposal in 1991, and physical medicine and child psychiatry immediately made a case for
inclusion because these specialties are in short supply.

The AAMC strongly supports more individuals entering generalist practice, but data on
career choices of medical school graduates indicate that medical students’ selection of
residency training programs is not affected by Medicare payments to hospitals. On the
contrary, personal incentives such as loan forgiveness, tax benefits, and other inducements,
such as narrowing the income gap between generalist and non-generalist physicians, are more
likely to result in greater numbers of U.S. medical school graduates entering the generalist
disciplines. If monetary incentives are to be provided, they should be aimed at individuals,
not hospitals and their sponsored residency programs. There are already a variety of
federally-sponsored student loan repayment programs that could be bolstered.

Changes in physician manpower supply, pressure from both federal and private payers to
constrain the growth in health care expenditures, and changes in medical care delivery have
produced significant tensions for residency and fellowship training programs. At the same
time, the Association recognizes the frustration of government policy makers in assuring the
public has access to an appropriate specialty mix of physicians. The AAMC supports
strategies to develop additional generalist physician manpower, but proposals to weight
Medicare DGME payments based on specialty and length of training will only contribute to
the instability of GME funding. Strong residency programs require continuity of effort and
stable support. [If future generations of Americans are to have appropriate access to well-
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trained physicians, we must maintain and strengthen our medical education system, including
its residency training component.

Proposals to Pay a National Average Payment Amount for DGME Costs. Last year, during
the debate over comprehensive health care reform, some proposals recommended the
development of a national average per resident payment methodology with payment
adjustments for regional differences in wages and/or wage-related costs. In some instances,
the proposals excluded certain types of costs, such as direct overhead costs or allocated
institutional overhead costs. These changes were suggested in the context of a package of
proposals for graduate medical education reform, including an all-payer funding mechanism
that was to be separate from payments for patient care services.

The AAMC continues to be concerned about proposals to change Medicare DGME payments
from a hospital-specific to a national average per resident payment. Such a proposed change
likely would result in both a significant reduction in aggregate GME funding and a
redistribution of DGME payments. Similarly, the AAMC is opposed to proposals that
would exclude certain types of DGME costs, such as faculty supervision costs or
overhead costs, from the calculation of the Medicare per resident amount.

The AAMC supports the continuation of the current Medicare per resident payment
method based on hospital-specific costs. The AAMC believes a national average
payment method would fail to recognize structural factors that legitimately affect a
hospital’s per resident costs. Wide variation in per resideat amounts exists among hospitals
in the availability and amount of support from non-hospital sources, including public
subsidies and faculty practice earnings. The overall financing of teaching hospitals and
medical schools often is driven by historic circumstances, which have led to certain costs,
especially faculty costs. being borne by the medical school, or in some cases, the teaching
hospital. The diversity of supporting the costs of faculty is probably the most important
reason for the variation in Medicare per resident payments. Additionally, there are
legitimate differences in educational models depending on the specialty and the institution.
Residency programs also may have unique histories and differences in the funding available
to them, such as state or local government appropriations. While some proposals would
adjust the Medicare national average per resident payment for differences in wages and other
wage-related costs, these other structural factors would not be reflected in the national
average payment methodology, creating inappropriate winners and losers.

The AAMC also supports the current methodology because it recognizes all types of
costs, including salaries and fringe benefits of the faculty who supervise the residents;
direct overhead costs, such as malpractice costs, and the salaries and benefits of
administrative and clerical support staff in the graduate medical education office; and
allocated institutional overhead costs, such as costs for maintenance and utilities. The
current method recognizes the diversity in how graduate medical education is organized and
financed. Further, ample faculty supervision is necessary to monitor appropriately residents’
development in an environment of rapidly changing patterns of practice. Graduate medical
education in all specialties is based on the premise that residents learn best by participating,
under supervision, in the day-to-day care of patients. Supervising physicians must judge the
clinical capabilities of residents, provide residents with the opportunities to exercise
progressively greater independence, and ensure thar the care of patients is not compromised.
This supervising responsibility requires substantial time and commitment, and must be
compensated.

As noted earlier. in the current competitive environment, teaching hospitals’ ability to cover
the cost of physician education through those payers who are willing to pay higher prices has
been severely limited because many public and private payers are increasingly restricting
their payments only to the services that they believe are necessary for their beneficiaries.
The AAMC believes that third-party payers, including Medicare, must support their
proportionate share of the costs of supervision and other related educational costs to help
ensure high quality patient care, and to preserve the high quality of residency programs.

Average Adjusted Per Capita Cost (AAPCC)

As the delivery system moves toward capitated payments for covered lives, separating the
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payment for DGME costs and for patient care costs attributable to the special roles of
teaching hospitals from patient care revenue becomes necessary. The AAMC believes that the
current method of calculating the Medicare average adjusted per capita cost (AAPCC), the
rate that the program pays to risk contractor HMOs, results in a payment system that creates
an uneven playing field between teaching and nonteaching hospitals and may provide a
disincentive for teaching hospitals to enter into contracts with Medicare risk-based HMOs.

The AAPCC calculation includes all Medicare fee-for-service expenditures, specifically the
direct graduate medical education (DGME) payment, the indirect medical education (IME)
payment and the disproportionate share (DSH) payment. These payments are intended
respectively to compensate hospitals for specific missions (graduate medical education), or
for providing services to atypical patients who are severely ill or are of low-income
SOCIioEConamic status.

Once these payments have been included in the AAPCC and paid to an HMO, there is no
assurance that these dollars are used for the purposes intended by the Congress. Thus,
teaching hospitals are at a competitive disadvantage when they attempt to contract with
HMOs because the HMOs receive the same AAPCC amount regardless of with whom the
HMO has a contract. Teaching hospitals have higher patient care costs associated with their
additional missions. The Medicare payment system recognizes these higher costs through the
IME and the DSH adjustments and the DGME paymeni.

The AAMC believes that the IME, DSH and DGME payments should be excluded from the
calculation of the risk payment rates and paid to a teaching hospital directly when the
Medicare HMO enrollee actually incurs a bed day in the teaching facility. Simply put, if the
teaching hospital provides the service, it should receive the IME, DSH and or DGME
payments directly whether the service 1s provided to Medicare beneficiaries under the
prospective payment system (which would include DGME costs), or through HMOs with risk
contracts.

The AAMC urges the Congress to require the Prospective Payment Assessment
Commission (ProPAC), as part of its analysis, to develop a methodology for removing
these costs from the calculation of the AAPCC and for paying them directly to teaching
hospitals when services are delivered to Medicare HMO patients. The Association is
pleased that ProPAC has started to analyze how the Medicare program pays risk contractors.
The AAMC believes that modifying the AAPCC calculation would at least partially
ameliorate the competitive disadvantage that teaching hospitals bring to the negotiating table,
remove barriers to expanding HMO use among Medicare beneficiaries and strengthen the
existing, risk-based coordinated care program.

Medicare Physician Payments

Since 1991, specialty physicians in teaching settings have experienced significant fee
reductions under the Medicare fee schedule system including reductions to procedure-oriented
specialiies, global surgical fees, bundled services for critical care, volume performance
standards, outpatient site-of service limitations, and other payment policy changes for
anesthesiology, pathology, and radiology services.

While the Association remains supportive of the original intent and philosophy of the
Medicare Fee Schedule, the AAMC is concerned about proposed policies which may not
assure appropriate levels of payment to all physicians. One proposal, first made in the
Health Security Act, particularly concerns academic medicine.

A Volume Performance Standard for High Cost Medical Staffs

The AAMC is concerned that a deficit reduction bill may include a provision on high cost
medica) staffs. Under this provision, a new, rather punitive volume performance standard
would be applied to medical staffs, holding them collectively responsible for all Medicare
physician services delivered to inpatients. The performance standard would be defined in
terms of volume per admission, measured as Relative Value Units (RVUs) per admission.
RVUs per admission would be adjusted for case-mix using DRGs in the same manner as in
the Medicare PPS for inpatient hospital services, except that the DRG weights would be
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based on physician, not hospital, services. The proposal also would make adjustments for
teaching activity and disproportionate share status. According to the proposal’s architects,
the costs of physician services and hospital services would be linked for the first time.

Each year, the Health Care Financing Administration (HCFA) would calculate a hospital-
specific volume per admission for each hospital in the country and rank these hospitals from
the highest to the lowest. Limits would be defined in terms of the volume per admission of
the median hospital. HCFA would recognize cost variation among urban-rura} providers and
adjust the hospital-specific volume accordingly. Initially the limit would be 125 percent of
the national median for urban hospitals and 140 percent of the national median for rural
hospitals. Similar to HMO withhold mechanisms, HCFA would impose a withhold of 15
percent of the payment for each physician service delivered by a high-cost medical staff,
beginning in 1998. Reconciliations would be made the foilowing year. For each medical
staff below the limit, the entire withhold would be returned; for each staff above the limit,
part or none of the withhold would be returned, depending upon the extent to which actual
1998 volume exceeded the limit.

Discussion of a New Volume Performance Standard for High Cost Medical Staffs. The
AAMC joins the PPRC, and several physician organizations, in opposing the extension
of Medicare’s volume performance standard (MVPS) to high cost medical staffs, The
fundamental premise of the proposal is that payment under the Medicare fee schedule should
be treated like a managed care arrangement by establishing a prospective withhold
mechanism. Congress intended that the Medicare Part B program remain a fee-for-service
payment system for physicians. This intention was reconfirmed by enacting the Medicare fee
schedule system in 1991. Therefore, to apply an HMO-styled prospective withhold of
payments is not only inappropriate, bur also fundamentaily contrary to Congressional intent
and every physician’s participating agreement with the Medicare program. While the AAMC
is supportive of refinements to the national VPS, as well as other positive incentives to
teduce inappropriate physician care and Medicare Part B expenditures, the Association
believes that this approach is flawed and would only serve to break trust between the
physician community and the Medicare program.

This proposal would have a significant negative impact on both teaching and nonteaching
physicians. First, the proposal assumes that a medical staff will behave like a cohesive
medical group practice for the purpose of reducing Medicare inpatient payments. Typically, a
medical staff behaves like loosely affiliated, autonomous physicians. As the PPRC
discovered during its debate on the establishment of a national Medicare volume performance
standard policy, there is little evidence to support the notion that a state, regional, or even a
local level volume performance standard will provide a greater, more effective incentive for
physicians to reduce costs than the national VPS.

Most teaching physicians' faculty practice plans are structured alorg departmental lines and
by specialty. Although many are in development, integrated information systems to monitor
and support cost and quality of care initiatives at the individual provider level and across
departmental faculty practice plans are generally unavailable. Without these kinds of practice
management tools, faculty practice plans (indeed all medical staffs) will not be able to
identify high-cost providers, influence physician practice patterns, improve medical decision-
making, and ultimately control the total cost of patient care.

The AAMC also believes that the methodology of the high cost medical staff proposal to
equalize the services of physicians in teaching vs. non-teaching hospitals is flawed.
Researchers have presumed that the services of residents, for the most part, are not billed by
the supervising attending physician. Therefore, under a special rule. the hospital-specific per
admission relative value for a teaching hospital’s medical staff is adjusted to account for
service volume generated by residents using a proxy. Architects of the high cost medical
staff methodology state that this proxy measures the actual inpatient service costs of a
resident’s inpatient care which ordinarily be provided by attending physicians in teaching
hospitals.

The AAMC is concerned that this measure could significantly distort the per admission
relative value for physicians in teaching hospitals. This proposal fails to recognize the
dynamics of physician billing in accordance with the provisions of IL-372 Guidelines and the
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attending physician criteria. The Association believes the methodology potentially overstates
the costs of inpatient care by adding the GME equivalent per admission relative value to the
service activity already billed by the attending physician supervising the resident’s care. The
AAMC strongly recommends that the methodology for calculating the hospital-specific
per admission relative value for teaching physicians, specifically the GME equivalent per
admission relative value, be studied further.

Conclusion

The AAMC regrets that Congress seems unprepared to enact cofnprehensive health care
reform that includes all-payer funds for the special missions of teaching hospitals and medical
schools. Al the same time, all evidence indicates that the health care delivery system will
continue to emphasize price competition, challenging the financial viability of teaching
hospitals and teaching physicians. The AAMC is deeply concerned that the fundamental
structural changes now occurring in the health delivery system will undermine the ability of
academic medicine to adapt to the new environment and to fulfill its unique missions.

Academic medicine consists of a diverse group of highly complex institutions providing the
environment and resources for medical education and research for the nation and providing
both basic and tertiary patient care services. The current emphasis on re-examining national
policies in light of limited public resources places these institutions and their vital activities at
risk if their special roles and nature are not appreciated

Nauonal policy on health care delivery and payment must recognize the unique
characteristics and diversity of teaching hospitals and teaching physicians so that their
fundamental missions can be preserved. A poorly conceived or short-sighted policy to
reduce Medicare payments to teaching hospitals and teaching physicians will undermine the
ability of these instirutions to fulfill their multiple responsibilities at the same time they are
struggling 1o adapt 1o a new delivery environment. Academic medicine supports those
changes that assure high quality health care, a vibrant research capability and the capacity to
educate outstanding practitioners. Academic institutions need the understanding and support
of society to fulfill their obligations. The AAMC looks forward to working with the
members of the subcommittee and their staff to meet these common goals.

Attachment A

Data and Methodology

To assist in obtaining a better understanding of the importance of the IME adjustment to
teaching hospitals and the negative effect of reducing the IME adjustment on hospital
margins, the AAMC analyzed the financial data of 91 COTH members that provided
Medicare Cost Report data for the three-year period. A list of the responding hospitals by
state precedes the tables. Survey participants reported their data by hospital fiscal year.
Thus, FY 1994 contains data from hospitals with fiscal years ending primarily in June 1994.
Seventeen hospitals had fiscal years ending in other months in 1994. Hospitals with calendar
fiscal year ends (December 1994), such as most hospirals in New York State, have been
excluded from this analysis because their financial results are not yet available.

This analysis includes 61 academic medical center hospitals and 30 community teaching
COTH hospitals. Seventy-two hospitals have intern and resident-to-bed ratios (IRBs) of 0.25
or greater, classifying them as "major teaching” hospitals. Nineteen respondents are "other
teaching” hospitals with IRBs less than 0.25. In general. 1994 PPS data reported in these
tables are from hospitals’ "as filed” Medicare Cost Reports. Total margin (the margin from
all hospital operations, including patient care, government appropriations, and other income
from investments and philanthropy) percentages are calculated using data from 1994 audited
financial statements.
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Anachment A-1

COTH Hospitals Providing Data for 1994 IME Analysis

Hospital
Baptist Medical Centers

University Medical Center

Kermn Medical Center

Valley Medical Center of Fresno

Long Beach Memorial Medical Center

Cedars-Sinai Medical Center

USC University Hospital

Los Angeles County-USC Medical Center

UCLA Medical Center

University of California, Davis, Medical Center
University of California, San Diego. Medical Center

The Medical Center at the University of California, San Francisco

University Hospital

Georgetown University Hospital

Howard University Hospital

The George Washington University Hospital
Washington Hospital Center

Shands Hospital

Jackson Memorial Hospital

Tampa General Hospiral

Crawford Long Hospital of Emory University
Emory University Hospital

Medical College of Georgia Hospital and Clinics
MacNeal Hospital

Mercy Hospital and Medical Center
Northwestern Memorial Hospitat
Rush-Presbyterian-St. Luke’s Medical Center
University of Chicago Hospitals

University of Uinois Hospital

Lutheran General Hospital

Memorial Medical Center

St. John’s Hospital

Indiana University Hospitals

University of lowa Hospitals and Clinics
Untiversity of Kansas Hospiial

University Hospital, University of Kentucky Medical Center
Alton Ochsner Medical Foundation

Tulane University Hospital and Clinic
Louisiana State University Hospital

Beth Israe! Hospital

Faulkner Hospiral

Mount Auburn Hosputal

University of Massachuseus Medical Center
University of Michigan Hospitals

St. John Hospital and Medical Center
Blodgett Memorial Medical Center

City, State
Birmingham, Alabama
Tucson. Arizona
Bakersfield, California
Fresno, California
Long Beach, California
Los Angeles, California
Los Angeles, California
Los Angeles, California
Los Angeles, California
Sacramento, California
San Diego, California
San Francisco, California
Denver. Colorado
Washington, D.C.
Washington, D.C.
Washington, D.C.
Washington, D.C.
Gainesville, Florida
Miami. Florida

Tampa. Florida
Atlania, Georgia
Auanta, Georgia
Augusta, Georgia
Berwyn, Illinois
Chicago, [linois
Chicago, [Hinois
Chicago. IHinois
Chicago, llinois
Chicago. [llinois

Park Ridge, Iliinois
Springfield, lllinois
Springfield, Iilinois
Indianapolis, Indiana
lowa City. lowa

Kansas City, Kansas
Lexington, Kentucky
New Orleans, Louisiana
New Orleans, Louisiana
Shrevepon, Louisiana
Boston, Massachusetts
Boston. Massachusetts
Cambridge. Massachusetts
Worcester, Massachusetts
Ann Arbor, Michigan
Detroit. Michigan
Grand Rapids. Michigan
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Attachmenrt A-2

COTH Hospitals Providing Data for 1994 IME Analysis (Continued)

Hospital

Providence Hospital

The University of Minnesota Hospital and Clinic
University Hospital, University of Mississippi Medical Center
University of Missouri Hospital and Clinics
Truman Medical Center

St. John’s Mercy Medical Center

St. Louis University Hospital

University of Nebraska Hospital

Mary Hitchcock Memorial Hospital
University of New Mexico Hospital
University of North Carolina Hospital

Duke University Hospital

North Carolina Baptist Hospital, Inc.
University of Cincinnati Hospital

Grant Medical Center

The Ohio State University Hospitals

Medical College of Ohio Hospitals

Oklahoma Medical Center

Saint Francis Hospital

Oregon Heaith Sciences University Hospital
Lehigh Valley Hospital

Crozer-Chester Medical Center

Geisinger Medical Center

PennState University Hospital, Milton S. Hershey Medical Center
Albert Einstein Medical Center

Frankford Hospital of the City of Philadelphia
Graduate Hospizal

Hospital of the University of Pennsylvania
Pennsylvania Hospital

Temple University Hospital

Thomas Jefferson University Hospital
Allegheny Generzl Hospital

Shadyside Hospital

The Western Pennsylvania Hospital

Medical University Hospital

Regional Medical Center at Memphis
Vanderbilt University Hospital

Methodist Hospitals of Dallas

Harris County Hospital District

University of Utah Hospital

University of Virginia Hospitals

Norfolk General Hospital

Harborview Medical Center, University of Washington Hospitals
University of Washington Medical Center
University of Wisconsin Hospital and Clinic

City, State

Southfield, Michigan
Minneapolis, Minnesota
Jackson, Mississippi
Columbia, Missouri
Kansas City, Missouri

St. Louis, Missouri

St. Louis, Missouri
Omaha, Nebraska
Hanover, New Hampshire
Albuquerque, New Mexico
Chapel Hill, North Carolina
Durham, North Carolina

Winston-Salem, North Carolina

Cincinnati, Ohio
Columbus, Ohio
Columbus, Ohio

Toledo. Ohio

Oklahoma City. Oklahoma
Tulsa, Oklahoma
Portland, Oregon
Allentown, Pennsylvania
Chester, Pennsylvania
Danville, Pennsylvania
Hershey, Pennsylvania
Philadelphia, Pennsylvania
Philadelphia, Pennsylvania
Philadelphia, Pennsylvania
Philadelphia, Pennsylvania
Philadelphia, Pennsylvania
Philadelphia, Pennsylvania
Philadelphia, Pennsylvania
Pittsburgh, Pennsylvania
Pittsburgh, Pennsylvania
Pittsburgh, Pennsylvania
Charleston, South Carolina
Memphis, Tennessee
Nashville, Tennessee
Dallas, Texas

Houston, Texas

Salt Lake City. UT
Charlottesville, Virginia
Norfolk, Virginia

Seattle, Washington
Seattle, Washington
Madison, Wisconsin



142

Buipuny pue nyauay spuadpg geisasnog) Jo Laang |1 Q) wIMog

siuesd uopepuno) pue 2wodu; Pus RPIPU) Rk
sjesdson uopeasupLpPY SUBIIRA SIPNPKY &

Attachment B

(%¥'Y)

INUAIY 39, ueIshiy]

(%0'Y)
sanuady [esapa,] PQO/IHIN

(962'S8

CLTLENETN N g

(%¥°7)
MU 29 v
(%Z°0)
uU_U=u»~< _I.-u_-un— ‘_U——-o\———z
Aﬂ}um.@v L1 ._u-—-o

(%Y E1) ** 20

(% 1°L) s1o0ds [e21papy

-) dosdd (%1°7) s100ws 1=1pa “(%Et)
(%2°7) orddy VA (%L°€E) ¢ (99°0) "doaddy <~\» uonepdosddy jedpiunpy
vopetsdosddy jedidjungy L ; .—vLu ‘doiddy o1mig
pue ‘doaddy auig
mum—v—hon —u—:w m—u—.—On—_uW BQ——Q& —.ﬂum——_—u nu-h@-—@ﬁ —.v—:w m—v—hOﬂ_uw ..—:U—u_mﬂﬂ—

£6-T66T ‘spendsoy Jy
mum—nu:om— —u—_« m—ucuu&_uw &cumOmSQI
Joj 3uipuny jo aoinog



143

Chairman THOMAS. Thank you, Mr. Ford.
Mr. Gage.

STATEMENT OF LARRY S. GAGE, PRESIDENT, NATIONAL
ASSOCIATION OF PUBLIC HOSPITALS

Mr. GAGE. Thank you very much, Mr. Chairman. I am Larry
Gage, President of the National Association of Public Hospitals.

NAPH’s members include over 100 of America’s metropolitan
area safety-net hospitals, with combined gross revenues of over $16
billion. These hospitals provide nearly 90 percent of their services
to Medicare, Medicaid, and low-income uninsured and
underinsured patients.

They also provide many preventive, primary, and costly tertiary
services to their entire communities, not just to the poor. These in-
clude maintaining a wide variety of round the clock standby serv-
ices such as trauma units, burn centers, neonatal intensive care,
poison control, emergency psychiatric services and crisis response
units for both natural and manmade disasters.

I recognize that this hearing is focused primarily on rising Medi-
care costs. With their overwhelming reliance on governmental
funding sources to carry out their essential mission, America’s
urban public hospitals are also concerned about rising costs. As we
stated time after time last year, and as Stuart Altman pointed out
earlier today, our current methods of financing and providing
health care for the uninsured poor, and underwriting many expen-
sive communitywide services, are both fragmented and fragile. We
too are constantly searching for ways to pay for, as well as to pro-
vide, these vital services.

In the few minutes remaining to me, I would like to give you an
idea of the possible impact on these essential providers of the sub-
stantial reductions in Medicare disproportionate share hospital and
medical education payments that have been suggested by some this
year.

Let me first briefly share with you a few statistics about the vol-
ume and financing of uncompensated care and communitywide
services. I have charts that show tables that are attached to my
prepared testimony. Very simply, table 1 on the right identifies the
source of gross revenues for NAPH member hospitals in 1991, indi-
cating that 88 percent were attributable to Medicare, Medicaid,
and self-pay or no-paying patients.

Table 2 provides the same breakdown for outpatient and emer-
gency visits, showing in both cases that 33-37 percent of all of our
services are provided to the uninsured.

Table 3 on the far left identifies both the total volume of out-
patient and emergency room visits provided by just 13 of the larger
NAPH member hospitals, as well as the substantial proportion of
those services that are not compensated by Medicare, Medicaid, or
any other third-party payer.

As you see, these 13 hospitals alone provided over 6.8 million
outpatient department and emergency room visits, of which 45 per-
cent were uncompensated. Just to take a random example, the
Kern County Medical Center provided nearly 30 percent of all of
its outpatient visits on an uncompensated basis.
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Finally, table 4, which is now in the middle, provides nearly 50
examples, and again, this is attached to my testimony, of the kinds
of additional, often unfunded, services provided by t{\ese essential
providers.

My point is this: In the absence of systemwide reform or univer-
sal coverage, this high volume of uncompensated care and these
dozens of unfunded communitywide services can only be funded
through the kind of institutionalized cost shifting represented by
Medicare disproportionate share and medical education payments.

In 1993, for example, an as yet uncompleted survey of NAPH
members preliminarily found that just 48 hospitals collected over
$210 million in Medicare disproportionate share payments and
nearly $270 million in direct and indirect GME payments.

If the disproportionate share payments were reduced by half and
GME payments by approximately 40 percent, as some have pro-
posed, this would be reduced to just $260 million. Since there are
equal, if not greater, pressures on Medicaid and direct local sub-
sidies, the other two primary sources of support, no other sources
of funding are likely to be available to make up this loss of $260
million. And the results will be dramatic.

To give you an example, the $260 million is enough to fund 3
million uncompensated outpatient visits, or 100 percent of the
standby costs of all of the 24-hour poison control, high-risk preg-
nancy, substance abuse, rape crisis, mental health, tuberculosis,
and other services provided by these institutions.

In conclusion, we agree with what Rick Pollack and others have
said earlier, Americans clearly spoke in November about their con-
cerns for runaway government spending and programs, but it is
important, we think, to ask the right question. We believe that
question is not how rapidly can we reduce all governmental spend-
ing in all programs, but rather, how best can we determine what
is the most appropriate role for government in an era of limited re-
sources?

Thank you very much.

[The prepared statement and attachments follow:]
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Statement of Larry S. Gage
President

National Association of Public Hospitals
before the

Subcommittee on Health
Committee on Ways & Means
U.S. House of Representatives
Washington D.C.
February 6, 1995

I am Larry Gage, President of the National Association of Public Hospitals (NAPH). NAPH's
members include over 100 of America's metropolitan area safety net hospitals. These 100 institutions
(taken together) comprise America's most important health and hospital system. With combined
revenues of over $16 billion, these hospitals provide nearly 90% of their services to Medicare,
Medicaid and low income uninsured and underinsured patients. They also provide many preventive,
primary and costly tertiary services to their entire communities, not just the poor and elderly. These
include maintaining a wide variety of round-the-clock standby services such as trauma units, bum
centers, neonatal intensive care, poison control, emergency psychiatric services, and crisis response
units for both natural and man-made disasters.

In just the last two years, NAPH members have been at the forefront of the response to
community wide crises that have included fires, floods, earthquakes, deadly new viruses, measles
epidemics, environmental spills, air crashes, and urban riots. At the same time, their preventive and
primary care services have been essential to meeting the day to day health needs of many millions of
urban residents with restricted access to "mainstream" health services. In other words, these essential
health systems -- which rely on Medicare, Medicaid and direct state and local governmental subsidies
for over three quarters of their operating revenues -- already serve as a "national health system” by
default in most of our nation's urban areas.

I am pleased to have this opportunity to testify before the Subcommittee on Medicare budget
issues generally, and those aspects of the Medicare program that directly affect America’s essential
providers in particular. NAPH recognizes that the primary purpose of this hearing is to consider ways
to curb the continuing growth in Medicare costs. We agree with the AHA and other witnesses
testifying today that the hospital industry generally has not been the cause of recent growth in the
Medicare program. In addition, those hospital payments that are most vital to essential providers —
such as disproportionate share hospital payments and medical education adjustments — have also
remained stable, with little growth, in recent years.

With their overwhelming reliance on governmental funding sources to carry out their essential
mission, America's urban public hospitals are also concerned with rising health costs. As we stated
time after time last year, our current methods of financing and providing health care for the uninsured
poor, and underwriting many expensive community-wide services, are both fragmented and fragile.
For this reason, last year, when the Congress extensively considered alternative health plans, NAPH
was willing to support various kinds of adjustments to Medicare spending, in order to obtain a more
rational system in which the uninsured would finally receive health coverage. In the absence of such a
goal, however, all current sources of safety net funding -- including the Medicare DSH and medical
education adjustments — are more essential than ever, especially for the highest volume providers of
care to the uninsured and community-wide public health services.

NAPH has been gratified that the Congress has often achieved a bipartisan recognition of the
importance of preserving and protecting these institutions. Throughout the mid-1980s, despite a
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number of reductions in the rate of increase in Medicare rates and medical education payments, the
Medicare DSH adjustment was actually increased in a carefully targeted way for the highest volume
providers of safety net services. Even last year, in the context of health care reform, this subcommittee
voted unanimously, by an 11-0 roll call, to extend protections to these health systems and certain other
"essential community providers”. In terms of health reform, it has been stated by many observers that
the most we may be able to achieve this year is modest incremental reform. In the absence of any
likely movement toward universal coverage, the continued protection and support for safety net health
systems is more essential than ever.

It may be helpful to give you an idea of the possible impact on these essential providers of
some of the substantial reductions in Medicare DSH and medical education payments that have been
suggested this year. Let me first share with you a few statistics about the volume (and financing) of
uncompensated care and community-wide services provided by these health systems.

Table ! identifies the source of gross revenues for NAPH member hospitals in 1991, and
indicates that 88% were attributable to Medicare, Medicaid or “self-pay” (i.e., “non-paying”) patients.
Table 2 provides the same breakdown for outpatient and emergency visits.

Table 3 identifies both the total volume of inpatient services and outpatient/emergency room
visits provided by 13 of the larger NAPH member hospitals, as well as the substantiai proportion of
those services that are not compensated by Medicare, Medicaid or any other third party payer. In
summary, these 13 hospitals alone provided over 6.7 million outpatient department/emergency room
visits, of which over 3.2 million (or 45%) were uncompensated.

Finally, Table 4 provides nearly 50 examples of the kinds of additional -- often unfunded ~
services provided by these essential providers.

In the absence of system-wide health reform or universal coverage, both this extraordinarily
high volume of uncompensated care, and these dozens of unfunded community-wide services, can only
be funded through the kind of institutionalized "cost shifting” represented by Medicare DSH and
medical education payments. In fact, because there are so few other funding sources now available for
these services, it is actually possible to quantify what the loss of a significant part of this funding would
mean to the communities served by these hospitals.

In 1993, for example, an as-yet uncompleted survey of NAPH members has preliminary found
that just 48 NAPH member hospitals collected over $210 million in Medicare DSH payments, and
nearly $270 million in direct and indirect medical education payments. If DSH payments were reduced
by half and GME payments by approximately 40%, as some have proposed, this $480 million in
essential support would shrink to approximately $260 million. Since there are equal (if not greater)
pressures on Medicaid and direct local subsidies — the other two primary sources of suppor for safety
net health systems -- no other sources of funding are likely 1o be available to make up this loss of $260
million. The result could be dramatic in many communities, when you consider that at just these 48
hospitals, $260 million is currently sufficient to finance:

+ Over 3 million uncompensated outpatient or emergency room visits,

+ 100% of the cost of all of the 24 hour poison control, high risk pregnancy, substance abuse,
rape crisis, mental health, tuberculosis, immunization, transportation and environmental crisis
response services provided by these 48 hospitals, or

All of the standby costs of the nearly 30 Level I trauma centers operated by these 48
hospitals (of which several are the only such trauma centers in their entire urban areas).

While Americans clearly spoke in November about their concems with runaway government
spending and programs, it is important that we ask the right question. We believe that the right
question is not "how rapidly can we reduce all governmental spending and programs*, but rather *how
best can we determine what is the most appropriate role for government” in an era of limited
resources? What are the essential services that government must continue to support or provide? Can
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we really afford to jeopardize any of these essential health services in our nation's metropolitan areas
today? Is it realistic to expect them to be absorbed by the rest of the health system or funded or
provided by “volunteers”? NAPH sincerely hopes that the answer to these questions in 1995, as it has
been in the past, is an emphatic and bipartisan "NO".

In conclusion, I would like to call your attention to two additional areas of concern to NAPH
in the current environment: managed care, and the ongoing need for infrastructure development by
both urban and rural essential providers.

With respect to managed care, NAPH is concerned that the headlong rush to enroll millions
and millions of Medicare and Medicaid recipients in managed care organizations could also be
detrimental to patients and jeopardize many of the essential community-wide services provided by
safety net health systems. We are not opposed to the concept of managed care itself. Indeed, we agree
that managed care does have the potential to generate at least some initial savings for payers, and could
result in improved access for low income and elderly patients to preventive and primary care services.
The key, however, is to make sure that managed care is done right. It is imperative that sound,
effective systems and networks are both available and accessible to enrollees before leaping into mass
enroliment. Otherwise, there is a substantial risk that responsible, well-managed plans and providers
will not be ready; that marketing, enrollment and discrimination abuses will occur; and that essential
providers and systems will not be given an opportunity to participate on a level playing field with
aggressive private organizations, resulting in substantial erosion of access and services for the millions
of individuals and hundreds of communities who must continue to rely on these systems. These
concerns are not abstract - we have seen them played out in states like Tennessee, Florida, Arizona
and California, and in other areas where premature efforts have been made to push massive numbers of
people into managed care plans. A number of potential safeguards and solutions were also discussed
extensively during the health reform debate last year, including the unanimous bipartisan vote of this
subcommittee to include substantial protections for essential community providers. NAPH simply
suggests that these concerns — and these safeguards — continue to be before you this year as you
debate the potential broadening of Medicare managed care activities.

Finally, I would like to add a few words about the continuing need for federal support for
infrastructure development and renovation by essential providers in both urban and rural underserved
areas.

Such safety net hospitals face a substantial need for adequate capital to rebuild and equip our
nation’s health infrastructure. A 1993 NAPH study estimated that there are at least $15 billion in
unmet capital needs among these essential urban providers. Yet these hospitals also face significant
barriers in obtaining access to capital, as well as in their ability to repay incurred debts entirely from
patient care revenues. In order to meet these needs, a Federal capital financing initiative is clearly
needed. For the last three years, NAPH has assisted with the drafting of a new urban-rural capital
financing initiative that was introduced by Representative Pete Stark in the House, and by Senators
Thomas Daschle, Max Baucus and John Breaux in the Senate. Significant portions of this legislation
were adopted in both Democratic and Republican versions of health reform legislation last year,
including parts of the proposal that rely on private marketplace solutions such as loan guarantees to
make capital available at very little additional cost to the Federal government. We strongly urge your
continued consideration of these proposals this year.

1 would be happy to answer any questions you may have at this time.
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TABLE 3

Hospital Name Uncompensated Total Percent of
Visits Qutpatient/Emer- Visits

gency Room Uncompen-
Visits sated

Harris County Hospital District 436,708 659,112

Grady Memoria! Hospital 569,084 864,733 66%
Cook County Hospital 398,570 691,465 58%
LAC+USC Medical Center 357,602 644,453 55%
Kings County Hospital 273,399 857,878 32%
Elmhurst Hospital 203,957 459,837 44%
Harbor-UCLA Medical Center 182,704 332,030 55%
Lincoln Medical & Mental 176,517 519,167 34%
Health :

Univ. of Texas Medical Branch 171,408 362,816 47%
Hospital

Denver General Hospital 150,015 423,971 35%
Bellevue Hospital 139,490 458,202 35%
Medical Center at New Orleans 117,080 358,406 33%
Kem Medical Center 30,189 104,846 29%
TOTAL 3,206,723 6,736,916 45%
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TABLE 4
Uncompensated Services Provided by Safety Net Hospitals

Financial counselors

Social workers

Discharge planning

Additional security for urban providers
Translators/interpreters

Financing assistance

Prison health services

Special services for AIDS patients
Injury prevention/safety

Smoking cessation

Substance abuse diagnosis and treatment
Nutrition assessment

Nutrition counseling

Child care for children of patients
Transportation services

Longer LOS and extra service for i i with dary di is of alcoholism/drug abuse
Additional services for cocaine-exposed neonates

Screening/preventative care (¢.g. for lead paint p ing, hyp diab vision. hearing)
Qutreach

School-based services

Management of patients at risk

Family planning

Sex education

Sanitation

Case management for elderly

Geriatric assessment teams

Extra services/dental. vision. hearing

Caregivers respite and famity support

Mobile services for homeless, homebound
Communication services for patients without phones
Patient advocates

Legal assistance

Chronic disease management for the disabled
Medicauon management

Rehabilitation

Assistance obtaining housing

Home health care

OPD pharmacy services

Day care for disabled adults/children

Meals (emergency department/home)

Special vocational education and rehabititation
Private, negative pressure rooms with appropriate ventilation for TB patients
Trauma, burn care, neonatal intensive care and other teruary services on 24-hour standby basis
Abused/neglected children services

Long-term care for boarder babies

Parenting classes

Birth centers

Coordinated volunteer services

Specialized clinics

Patient education centers

Money management/life skills training

Cultural sensitivity training for physicians and other staff



152

Chairman THOMAS. Thank you very much, Mr. Gage, for your

testimony.
Dr. Ebert.

STATEMENT OF PAUL A. EBERT, M.D., DIRECTOR, AMERICAN
COLLEGE OF SURGEONS

Dr. EBERT. Thank you very much, Mr. Chairman. I am Paul A
Ebert, director of the American College of Surgeons. Surgeons al-
ways get invited to these hearings I think because we are one of
the few groups, I believe, that has actually sustained over the last
8 years an absolute reduction somewhat in the fees that they have
been paid under the Medicare program.

Now, we recognize that if you are going to have to enact further
massive Medicare cuts, and if they are earmarked for deficit reduc-
tion rather than some type of alteration or improvement in a pro-
gram, it is going to have some major effect on the infrastructure
of the program.

This morning, I would like to just ad-lib some of this, because
earlier comments were made that in the fee-for-service programs
the volume of procedures provided, in general, increased. I wish
that the people who mentioned that might have separated proce-
dures from operations, because the college was one of the first
groups that supported the Medicare volume performance standard.

We did this on the concept that there probably should be more,
rather than fewer. Also, if you were going to have the profession
actively involved in attempts to reduce costs, why the best way to
do that was to try to get the reasonably sized protzssional organiza-
tions to have some impact on their own constituencies, because, as
all of you know, with over 600,000 doctors in the United States, the
similarities between surgeons and other individuals practicing
medicine is not always as close as one might have anticipated.

Now, I sat in this room and heard that surgeons, since they were
reduced the most in the OBRA legislation in absolute amounts,
would be the ones that would increase volume the most, and that
certainly has not proven to be true as we have come in under our
MYVPS over the last 4 years, at least to some degree.

1 think this has been somewhat surprising to many. But, I just
say in response to the comments that were made this morning,
that this is a long-term program. I think the MVPS or expenditure
target concept, since it does establish some predictability of govern-
ment spending, is probably one of the few programs that the popu-
lation of physicians is now finally starting to understand. We cer-
tainly hear in our own community more and more about it, and 1
think there will be efforts made to improve participation, and this
should be recognized rather than to going back to a single stand-
ard, which I don’t think would have the same impact.

Now, the college has strongly supported freedom of choice for the
patient, and I think that the K’Iedicare patient deserves the oppor-
tunity to go where they receive the best care. I also note in re-
sponse to the comment that was made this morning, and I don’t
know if we have the data to show it in the Medicare system, that,
very clearly, if you go into some type of managed cost operation,
you go in usually at the time you are feeling well, and if you de-
velop some serious type of illness, then you decide to go to some
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major medical center. Many times these medical centers are associ-
ated with the managed cost program, many times they are not, but
the patients then drop out and, in a sense, the government pays
twice—once for the lesser, higher priced services, and then more for
the true illness when the patient requires this.

Now, we made some critical comments in our written testimony
regarding the administrative components of the Medicare system.
I would like to at least go on record and say that it is probably by
far the worst system that is out there, although I think the MTS
program is in the correct direction.

The biggest problem that occurs to surgeons has been that you
get different sets of standards and requirements for admissions to
hospitals and approval for operations across the country. Reducing
the total number of carriers and at least the information disburse-
ment programs that MTS has done so far has certainly decreased
f‘h% amount of correspondence, and the many complaints we have

ad.

However, any way you look at it, it is still a sixties program and
there are many areas, especially in utilization review and quality
assurance, where the college has supported individual doctor
profiling and the dissemination of other information that could be
obtained, both to educate and to help reduce costs. We are not at
the current time, I don’t believe, obtaining the full benefits that we
might from these capabilities.

I would just like to conclude on the administrative and regu-
latory comments again to say, you hear many things and many of
you ask questions regarding a resource-based relative value scale
that was created in 1989. I think it is fair to say it is reasonably
refined at the present time. Mechanisms are in place where adjust-
ments have been made, and I would say reasonably well. New tech-
nology and new procedures, new tests and so forth, have mecha-
nisms through which they can obtain their code and their valu-
ation.

As you probably are aware, there are 7,000 surgical codes in the
RBRYVS and in the CPT booklet of the AMA which is used for cod-
ing. We would hate to see that structure reexamined. Money is
being spent by HCFA at the present time to reexamine the system
to see if what was done in 1989 is correct.

Last year, money was approved to figure out how to look at prac-
tice cost as another component of the system. I think the college
would certainly support the concept of establishing a single pay-
ment level. Use the payment schedule or whatever you wish to call
it, but let’s quit examining it each day. A doctor in his office doesn’t
have the foggiest idea that he gets paid for three components of his
fee. He only understands the amount that comes in. And, con-
sequently, I don’t know why we spent millions to look at various
components when, basically speaking, we are buying a single serv-
ice.

We thank you very much, Mr. Chairman, for the opportunity to
comment and we would be glad to work with you if at all possible.

[The prepared statement follows:]
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STATEMENT
of the
AMERICAN COLLEGE OF SURGEONS

to the

SUBCOMMITTEE ON HEALTH
HOUSE COMMITTEE ON WAYS AND MEANS

presented by
Paul A. Ebert, MD, FACS

RE: Budget Reduction and the Medicare Program

February 6, 1995

Mr, Chairman and members of the Subcommittee, I am Paul A. Ebert, MD, FACS,
Director of the American College of Surgeons. On behalf of the more than 60,000 Fellows
of the College, I am pleased to share our views with you about the Medicare program and
the budget. :

Budget Reduction and Medicare

Mr. Chairman, we recognize that your subcommittee and the new Congress face an
especially difficult task in seeking to balance the health care needs of older Americans with
the emormous pressures confronting you to constrain the ever-increasing growth of the
federal budget. We realize that all citizens will be called upon to make some further
sacrifices if any efforts to deal with the deficit problem are to succeed. But, we also hope
that you will proceed with your review of the program in a most deliberate manner so that
the public will fully understand the implications that any budget reduction plan may hold
for the Medicare program and its beneficiaries.

On several occasions during the last two years, we appeared before this subcommittee
to express our concerns about President Clinton's health system reform plan, which would
have been financed largely by massive cuts in the Medicare program. We still believe that
dramatic Medicare cuts of the magnitude proposed by the Administration--consisting almost
entirely of major payment reductions to those who now provide services to beneficiaries--
would seriously undermine continued support for the program. In particular, the disparity
in payment levels for surgical services provided to Medicare patients compared with private
plans in some parts of the country has widened dramatically in recent years. This is because
in several previous budget bills, Congress has already made very significant and, in many
instances, gbsolute payment reductions for the surgical services needed by older Americans.
These are real payment reductions for many operations, not just reductions in the rate of
increase in the fees for those services. We believe that further massive Medicare cuts--
especially if they are earmarked for deficit reduction rather than health reform--cannot be
realistically achieved without potential disruption to the infrastructure that now serves the
health care needs of millions of older and disabled Americans.

Balanced Approach of Incentives for Providers and Beneficiaries

In addition to our concerns about the magnitude of possible Medicare budget cuts,
we are concerned about the underlying design of any budget control plan. The College
believes that cost control under Medicare or any other federal program should, insofar as
possible, rely on incentives rather than on heavy-handed or formula-driven approaches that
simply seek to "ratchet down" payment rates in arbitrary ways. Such incentives should
include both performance-based methods and marketplace pressures to make both patients
and providers more aware of the costs of medical care. The American College of Surgeons,
as you know, has long been a supporter of policy devices like expenditure targets (in the
form of Medicare volume performance standards) that provide incentives to meet spending
targets for surgical and other physicians' services. These targets also involve physicians and
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physicians' organizations in helping to address growth in the cost and volume of services
provided to Medicare patients.

We think Congress may want to consider expanding the concept of expenditure
targets beyond Medicare physicians' services and applying it to other service categories.
Such performance -based approaches are consistent with the notion of using incentives to
involve service promders in addressing volume-related issues. Moreover, expenditure targets
are explicit, are set in advance, and are clear for all to see before they are applied. This
means that Medicare beneficiaries, health care providers, and policymakers would all know
"up front" the reasonable level of federal funding needed to address the health care
requirements of older and disabled Americans covered by the program.

Devices like expenditure targets make it possible for the government to establish
some predictability to spending increases, while transferring the risk for failing to meet
reasonable spending goals to those who influence the volume of health services actually
provided. Surgeoas in the U.S. who treat Medicare patients have consistently met these
goals by keeping spending for their services under Medicare's annual targets.

But, expenditure targets are also important for another reason—-namely, they can be
used to address spending issues while still preserving beneficiary choice of physician,
hospital, or other suppliers of services. We believe that the issue of patient choice is
especially important for many Medicare patients. The College supports the continuing
ability of individuals and families, including the elderly, to meet their health care needs
through a variety of arrangements. Indeed, we would be very concerned if Congress
proposed to redesign Medicare so that beneficiary choice of health plans is limited to only
one kind of arrangement. Today, Medicare patients can choose the traditional program,
which fully guarantees patient choice of physician, or they may enroll in a Medicare
managed care plan if one is offered in their area. Perhaps Congress should consider new
ways to broaden the choice of Medicare plans available in different parts of the country, but
the final decision about which plan is best for older Americans should be left up to them.

Benefit Design Changes

Part of your efforts to examine Medicare should include a reexamination of the
beneficiaries' responsibilities relating to the overall costs of the program. For example,
beneficiaries pay only about one-quarter of the premium costs of the Supplemental Medical
Insurance (SMI), or Part B, portion of Medicare; the balance is financed from general
revenues. However, these subsidies, which are paid directly from the treasury, are provided
on behalf of all enrollees 65 years of age and over without regard to their income or their
ability to pay. It seems odd that some of the wealthiest people in America, who are covered
by the program, are not asked to pay something more toward the costs of supplemental
coverage, or at least to have some or all of the government's currently tax-free contribution
counted as income to them.

Home health and skilled nursing facility services are among the fastest growing
service sectors in the Medicare program. Currently, copayments are not required from
enrollees for home health benefits, while copayments for skilled nursing facility services are
required from enrollees for each day after the first 20 days of care. In 1994, the
Congressional Budget Office (CBO) described a number of options for reducing the deficit,
including a proposal to require patient coinsurance payments equal to 20 percent of the
projected average cost for each home health visit and each skilled nursing facility day. CBO
also noted that Medicare currently pays 100 percent of an approved fee schedule for clinical
laboratory services--another rapidly growing part of Medicare. Beneficiaries currently pay
a coinsurance of 20 percent for most Part B services, and a coinsurance did apply to
laboratory services before July 1984. Establishing coinsurance requirements for home health
benefits and for clinical lab services may be in order and, according to CBO, could yield
appreciable savings for the program.

The Part B deductible is fixed by current law at $100 per year. This deductible is the
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amount of expenses for covered Part B services that beneficiaries must incur annually before
SMI benefits are paid. Unlike the hospital insurance, or Part A, deductible, the Part B
deductible is not “indexed” or adjusted annually to reflect changes in the costs of covered
services. Indeed, the Part B deductible was last adjusted by Congress in 1991, when it was
raised from $75 to §100. Perhaps Congress should adjust the Part B deductible upward
beginning in 1996, or else adopt some sort of scheduled adjustment for future years that will
set the amount more closely in line with increases in the costs of Part B services.

Administrative and Regulatory Changes

Congress should consider ways to improve the administration of the Medicare
program and take other steps to reduce regulatory burdens that impose unnecessary costs
on taxpayers, and to reduce paperwork and other administrative burdens on patients and
providers of heaith care. For example, the present system used by Medicare to administer
the program is nearly 30 years old, and still consists of an archaic, inefficient, and
fragmented system of contractors that perform claims administration and other functions.
While Medicare program managers have initiated a number of steps to enhance the
efficiency of some aspects of the program, such as implementing the so-called Medicare
Transaction System (MTS), Congress should explore other steps to streamline the
administration of the program. Substantial improvements in data processing and
information technologies should make it possible to update an administrative system
developed for the marketplace of the 1960s by applying 1995 management techniques.

Finally, the regulatory framework of the Medicare program should be thoroughly
reexamined and overhauled. Over the years, Medicare has developed incredibly complex
administered pricing schemes for determining payment amounts for services covered by the
program. More recently, the government has spent millions upon millions of dollars
conducting studies, holding meetings, and issuing lengthy proposed and final rules to develop
three separate components to payments for the more than 7,000 individual surgical, medical,
and diagnostic services that make up the Medicare fee schedule. Now, the government is
going to start this process all over again to make sure its previous regulatory scheme is "up-
to-date.”

Last year, Congress ordered Medicare to spend even more money to try to determine
the precise relative values that should be recognized under the fee schedule as the overhead
(or practice expense) component for each and every physician service. This means yet
further micro-management of an already overly-cumbersome approach to setting national
Medicare prices. No pretense is made that this change will save any moneyj; in fact, the law
specifies that budget neutrality should be observed in implementing the proposal. Certainly,
we believe there are some less intrusive, less complicated, less disruptive, and, most
assuredly, less costly ways to determine what Medicare will pay for physicians’ services.

Thank you again, Mr. Chairman, for this opportunity to express our views. [ would
be happy to answer any questions that you or the other members of the subcommittee may
have.



157

Chairman THOMAS. Thank you very much, Doctor, for your testi-
mony.

Mr. Christensen, you may inquire.

Mr. CHRISTENSEN. Dr. Ebert, you mentioned the Medicare vol-
ume performance standard and the fact that surgeons seem to have
done better than the other physicians in hitting those targets.

What differences are there and why haven’t other physicians
done as well as the surgeons? Do you have any input on that?

Dr. EBERT. Well, I think we took it somewhat as an insult to our
integrity when individuals said we would increase service volume
just because our payment amounts were decreased. We worked
very closely with the various surgical specialty societies and put
out a fair amount of publicity, meetings and so forth, and said that,
basically, operations ought to be recommended based on the indica-
tions that you normally learned.

I think most people did not think that an expenditure target or
MVPS program would go through. We were under the belief that
you could never have an RBRVS without an MVPS or somethin,
to control volume. I still hear the volume issue being discusse
here this morning, and for almost every type of service we are see-
ing increases. I think other groups are getting more active in it
now and more concerned about it. That is why I say that I think
this is a long-term program, and that it may need to be broken
down even into smaller numbers.

Mr. CHRISTENSEN. Dr. Lewers, I wanted to ask you, could you
discuss in greater detail the regulatory and administrative burdens
that you and other doctors face under the existing program? Also,
could you expand on how some of those regulations could be
streamlined and made more consumer friendly.

Dr. LEWERS. Two most onerous and regulatory changes that have
occurred in a physician’s office are those that have been brought
about by CLIA, the Clinical Lab Improvement Act, and also the
issue of the OSHA regulations. In my office alone, when those two
came into being, the cost of implementation, the cost of running my
office with two physicians went to close to él0,000; simply the cost
of changing and buying all equipment and things of this nature.

The documentation that is necessary in these areas is very oner-
ous. It is not to say that some of the study and some of the mate-
rial that they have brought forth is not needed. It is. But not to
the degree tKat it has been brought forth. We could provide you
more information on that if you would like.

The issue of paperwork is simply the issue of having to sit down
and get preclearance on issues and things of this nature. It is now
estimated that physicians spend 25 percent of their time doing pa-
perwork in relation to their practice, time that we could be utifiz-
ing serving our patients.

In brief, these are two major areas. The issue of OSHA and CLIA
are very burdensome on the back of physicians, and we would love
to see some changes occur.

Mr. CHRISTENSEN. Well, I know that I concur in that sentiment.
I wanted to just briefly touch on Mr. Gage’s testimony. My eyes
aren’t very good, but I could see a couple of things on the fourth
chart that was up there earlier. Mr. Gage, with all due respect, I
am glad that we are not funding cultural sensitivity and money
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management training at the public hospitals, because I don’t be-
lieve that is the role of the Federal Government to be funding those
kinds of programs.

Mr. GAGE. May I respond?

Mr. CHRISTENSEN. Yes, you may.

Mr. GaGe. I think that in a general sense, I might agree with
you in the abstract about simply going out into the world and fund-
ing services like this,

The problem is, when you are in a public hospital in an inner
city, you are often faced with a real, live patient who may have no
home to go to, who may have inadequate coping skills to be able
to even begin to address the way to get a prescription filled, or to
have access to adequate nutrition, or to be able to find someone
who speaks that person’s language to help care for him outside the
hospital. Some of our hospitals have translators in 17 and 18 dif-
ferent languages. You are pretty much required to provide those
services before you send that patient back out into the streets
whether or not anyone is paying for them. It is not as if the hos-
pitals have asked for this role. They are now performing this role.

This patient—if he doesn’t get or she doesn’t get these services
from this institution—is going to need to find these services some-
where. When you just read them up on a board like that, they may
sound as if perhaps they are unnecessary in general or inapproprni-
ate for the health system, but I can assure you when you are sit-
ting there with 20 or 30 people in the room waiting to be dis-
charged after being treated for often very, very serious illnesses,
you are trying to find ways to help them survive and not become
a further economic burden on the health care system.

Mr. CHRISTENSEN. Well, I think your testimony goes to the point
that this committee and the Congress as a whole are trying to to-
tally transform the welfare system. One of the items that you have
outlined on the chart goes to a bigger picture that I think this com-
mittee has been challenged with in terms of transforming and
changing the welfare state into an opportunity state.

Thank you, Mr. Chairman.

Chairman THOMAS. I thank the gentleman.

Mr. Gage, continuing in the discussion on the charts, on the first
chart, you had a category which was self or other funded at 33 per-
cent, I recall, and Medicare was 16 percent. Medicaid was 39 per-
cent. What is included in the other portion of the 33 percent? I un-
derstand the self, and I guess I would ask you what portion of the
33 is self and what is other, and what portion that would be?

Mr. GAGE. Well, other is actually a relatively small proportion,
but, for example, there are certain other sources of funding. For ex-
ample, some is provided through their States as federally qualified
health centers, which many of our hospitals actually have or have
that designation.

Chairman THOMAS. I was wondering if any of that was State or
local funding that came in under the other.

Mr. GAGE. Yes, that chart showed gross revenues as “self or
other.” A self-funded patient whose services are provided by a pub-
lic hospital has to be paid for in some fashion. If you looked at net
receipts, for example, Medicare goes from 16 percent to close to 20
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p}elarcent because Medicare is getting some of that cost shifted to
them.

Similarly, Medicaid pays some of these costs, particularly in
those States that have used disproportionate share funding, but
the bulk of the 33 percent would actually be funded by direct State
or local subsidies, by counties.

Chairman THoOMAS. OK. So government at the State and local
level would be funding it, because I noticed that you included my
county hospital operation and although the num[‘)'ers didn’t meet
the volume in the urban areas, I thought it was also interestin
that your top hospital had, I believe, a 66-percent uncompensateg
care figure whereas for Kern County Medical Center it was 29-
percent uncompensated. I would ask you, does uncompensated
mean unfunded?

Mr. GAGE. Uncompensated means that that patient didn’t have
a third-party payer, didn’t have Medicaid, didn’t have Medicare,
and that the funding had to come from some other source, but
clearly there is no such thing as a free lunch.

Funding was necessary and it is this patchwork combination of
cost shifting from Medicare and Medicaid, as well as direct—in the
case of California, county subsidies, or State subsidies that have
come about as a result of proposition 13.

Chairman THOMAS. So what you saw, for example, in Kern Coun-
ty Medical Center with a 29-percent uncompensated

Mr. GAGE. Yes.

Chairman THOMAS [continuing]. You get probably more local
moneys, county or State moneys into that formula than the 66-per-
cent uncompensated.

Mr. GAGE. Probably in California, counties would be paying for
a higher proportion of the 29 percent than at a hospital which had
66-percent unfunded.

Chairman THOMAS. No, not unfunded, uncompensated. I thought
we established that unfunded was not the same as uncompensated.

Mr. GAGE. Right.

Chairman THOMAS. So there is money going into the program. It
is just that you don’t identify it from those particular sources.
Would this be general funding for the operation of the hospital, al-
locations from a funding source without tying it to the individual
patient?

Mr. GAGE. That is right. It would be local property taxes, for ex-
ample. The 66 percent I think was the Harris County Hospital Dis-
trict, which is in Houston, and they raise direct local property taxes
to pay for the needed subsidy.

Chairman THoMAS. OK. I just want to establish that uncompen-
sated doesn’t mean that people haven’t figured out a way to pay
for it. That is a larger question that we have to deal with.

In terms of the AMA and the College of Surgeons, you under-
stand the schizophrenia we are in in terms of trying to create a for-
mula for paying under the old, as you indicated, Dr. Ebert, fee-for-
service structure where we are still looking at ways in which we
can make changes to deal with the changes that have occurred in
the private sector. What we will be asking of you folk, is all of the
help that we can get from you in terms of simplifying models that
we use to emulate or try to reflect the private sector without a high
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degree of complexity which eats up costs, but which gives us a rel-
ative reflection on what is going on out there with the understand-
ing that we are going to pass through that process hopefully within
a 3- to 5-year period.

And it is extremely frustrating in dealing with the structure
which needs to change fundamentally, but which also has to
change incrementally. Dr. Lewers, I don’t know if you referred to
it. I went through your written testimony in general in terms of the
specifics we are looking at, but in terms of outcomes, some of the
research that is going on now, are you folks looking at this area,
one, in terms of a clear maximization of resources that you have
available? Are you focusing on this at all in any area to assist in
the question of fraud and abuse? Is that an area that we can utilize
these outcomes and tests?

Dr. LEWERS. Yes, outcomes certainly is a very broad term and,
yes, we are focusing on it in all areas, other than just fraud and
abuse. Basically, the AMA has a zero tolerance for fraud and
abuse. We have been working with the Inspector General. We have
been working with Justice on this, and we hope to continue; it is
a very active part of our program and one that we will continue
to work with,

The whole process of outcomes, of practice parameters, are areas
that we certainly need to concentrate on. We have one section of
our staff that is working completely in that area. We are con-
centrating on this and I think you will see some reports coming
from us on those areas.

Chairman THoMAS. Thank you very much.

Dr. Ebert, I agree that the cynicism in the last round of structur-
ing for surgeons in terms of assuming that you would make up in
volume what you weren’t going to get in each procedure was not
properly founded, and I am pleaseg to know that you astounded
1t'lhe eexperts by not carrying out their preconceived notions for be-

avior.

Having said that, it still doesn’t mean that the system was nec-
essarily right to begin with and that perhaps the targets that were
anticipated were not as realistic as they should have been. So with-
in the questionable realisticness of the structure, I still want to
compliment you folks for not living up to the behavior that a lot
of folks thought you were going to. But we have got to get the
structure right. I want to thank the panel very much for its testi-
mony. I would ask panel number four to come lf—'z;rward.

As we welcome our last panel today, I would say that all of the
panelists’ written testimony will be made a part of the record with-
out objection, and would ask that you proceed in whichever fashion
you wish for your 5 minutes, and this panel consists of Richard
Doherty, National Association for Medical Equipment Services; Dr.
David Sundwall, president of the American Clinical Laboratory As-
sociation; Dr. Paul Willging, executive vice president, American
Health Care Association; Mary Suther, president of the Visiting
Nurse Association of Texas; and Eugene Lehrmann, president of
the American Association of Retired Persons. I guess we should go
with beauty before age, Mr. Lehrmann, so we will start with Mr.
Doherty, if you will begin, you have 5 minutes.
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STATEMENT OF RICHARD DOHERTY, PRESIDENT,
COMPREHENSIVE HOME HEALTH CO., BOSTON, MASS,; ON
BEHALF OF THE NATIONAL ASSOCIATION FOR MEDICAL
EQUIPMENT SERVICES AND THE HEALTH INDUSTRY
MANUFACTURERS ASSOCIATION

Mr. DOHERTY. Thank you, Mr. Chairman. Good morning, Mr.
Chairman, members of the committee, my name is Rick Doherty,
and I am pleased to be here on behalf of the National Association
for Medical Equipment Services, NAMES. I am the president of
Comprehensive Home Health Co., a provider of home health equip-
ment in eastern Massachusetts. The testimony I am giving today
was done in collaboration with HIMA, the Health Industry Manu-
facturers Association.

We are pleased to have the opportunity to address the committee
on the issue of growth in Medicare expenditures. However, I would
like to take a moment to address the issue of fraud and abuse,
since the hearing has dealt with that to such a degree.

Mr. Chairman, you said that there are people who game the sys-
tem and you are absolutely correct. The people that game the sys-
tem, I would like to point out, however, primarily are people that
are on the fringe of the industry, they are not what we consider
legitimate providers. They are people t};at jump in and out and get
provider numbers, usually focusing around one or two products and
services. They make a lot of money and they are gone again.

We, the legitimate industry, have been advocating and will con-
tinue to advocate that there be restrictions placed on the front end
preventing people from getting into the system in the first place.
We advocate for certification, standardization, even licensure, po-
tentially including onsite inspections of providers to ensure that
they are legitimate. We think that although these are not the only
steps necessary to curb fraud and abuse,ut%ley would go a long way
to get the unethical providers out of the industry.

We were asked by this committee to provide you with solutions
to the problem with the growth in Medicare. We agree that there
has been growth in Medicare expenditures for home medical care
equipment services. However, we submit that this is not the prob-
lem, but a solution in its own.

First, it is important to state the total Medicare outlays for home
medical equipment are a combination of the cost of equipment serv-
ices and the rate of utilization.

Second, the trend in the per-unit cost for home medical equip-
ment services has been steadily downward for the past decade,
even though Medicare expenditures have gone up, which is directly
a function of utilization.

Third, many people have a misunderstanding of our industry and
the vital cost-effective role that we can play in helping to deliver
greater value to the Medicare program.

There are a number of factors that have contributed to the recent

owth of home care and specifically home medical equipment serv-
ices. First, our Nation’s elderly population is increasing rapidly
from 30.5 million Americans in 1984 over 65 to 37 million Ameri-
cans this year, a 25-percent increase. Even more significant is the
fact that the fastest growing segment of our population is a group
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of Medicare-eligible citizens over the age of 80, because this is the
group that uses the most home medical equipment services.

Technology previously limited to use in institutions is now being
used more readily in the home. It is not necessarily new tech-
nology. It is just that the technology is now being used at a less
expensive, more effective means in many cases in the home.

While traditional postacute capability remains in place and avail-
able, an increasing array of new home care services and equipment
is available for postacute and chronic patients who in prior years
have required more costly hospitalization.

A 1991 Lewin ICF study examined reimbursement charges for
home medical equipment and concluded that while total outlays
had increased as a result of demographic changes, the reimburse-
ment per item had decreased as a result of the implementation of
the congressionally mandated six point plan in 1989.

The Lewin study further compared the cost of home care using
home medical equipment versus hospital care for three diagnoses,
hip fractures, amyotrophic lateral sclerosis with pneumonia, more
commonly known as Lou Gehrig’s disease, and chronic obstructive
pulmonary disease. We found that home care using home medical
equipment resulted in cost savings of between $300 and $2,300 per
patient per episode. When multiplied by the prevalence of each ill-
ness, the potential annual savings per year was estimated at $575
million for hip fractures alone.

Again, I submit to you that the growth in Medicare expenditures
for home care services is our solution and not the problem, and
that that care can save our Nation’s health financing system mil-
lions of dollars.

The industry recognizes the legitimate interest Congress has in
carefully examining all Medicare benefits to ensure that the use of
trust fund and taxpayer moneys is as economical and efficient as
possible, consistent with the delivery of high-quality services to
beneficiaries.

However, despite the critical role which home care plays, home
medical equipment continues to be the recipient of budgetary re-
ductions to such a severe level that it creates concern that the ulti-
mate effect may be well the dismantling of the entire home medical
equipment service industry as we know it.

We must also keep in mind that the home medical equipment
outlays represent only approximately 2 percent of the Medicare ex-
penditures. The solution is simple. The growth in home care ex-
penditures is saving American people money. We want to work
with you to assure that patients’ needs are met in the most effi-
cient way possible.

In an era of increasing cost consciousness and concern about the
long-term care of our Nation’s elderly and people with disabilities,
it makes good policy sense to preserve and foster the very benefit
that provides home care services in a cost-effective and compas-
sionate fashion.

Thank you, Mr. Chairman.

[The prepared statement follows:]
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Mr. Chair and Members of the Committee, my name is Rick Doherty. My company, Comprehensive
Home Health Company, serves individuals residing in the metropolitan Boston Area. | have 15 years
experience as a provider of home medical equipment (HME) services. Currently, I also serve on the Board
of Directors and am a former Chair of the National Association for Medical Equipment Services (NAMES).
[ am pleased to appear before you today to testify on behalf of HME providers across the country and to
address this Committee on the issue of the growth in Medicare expenditures. The testimony I am presenting
today was prepared in collaboration with the Health Industry Manufacturers Association (HIMA).

NAMES members comprise over 2,000 HME companies which provide quality, cost-effective HME
services and rehabilitation/assistive technology to patients in their homes. According to physician
prescription, HME providers furnish an extremely wide array of HME and related services to patients in
their home, ranging from more “traditional” HME items such as standard wheelchairs and hospital beds, to
highly advanced services such as oxygen, nutrition, and intravenous antibiotic therapies; apnea monitors and
ventilators; and specialized rehabilitation equipment customized for the unique needs of people with
disabilities. Many of these patients are Medicare beneficiaries.

The Health Industry Manufacturers Association (HIMA) is a Washington, D.C.-based nationa! trade
association representing more than 700 manufacturers of medical devices, diagnostic products and health
information systems. Approximately one-quarter of HIMA member companies have annual sales of less than
$2 million. HIMA’s members manufacture more than 90 percent of the nearly $40 billion of health care
technology products purchased annually in the United States.

Mr. Chair, Members of the Subcommittee, we are all here today to examine the problems with growth
in Medicare expenditures. We were asked by this Commiittee to provide you with solutions to this problem.
We agree that there has been growth in Medicare expenditures for homne care services. However, we submit
that this is not the problem, but a solution in its own.

As the Committee begins its examination of areas of significant growth in Medicare costs, we urge you
to explore the important role which home care has played in helping to reduce costs and to provide quality
cost-effective care to millions of Medicare patients.

First, it is important to restate that total Medicare outlays for home care are a combination of the cost of
equipment services and the rate of utilization.

Second, the trend in the per unit cost for HME services has been steadily downward for the past decade,
even though Medicare expenditures have gone up, which is directly a function of utilization.

Third, many people have a misunderstanding of our industry and the vital, cost-effective role that we
can play in helping to deliver greater value to the Medicare program.

The growth in the Medicare program and the number of citizens eligible for Medicare presents a
challenge for the government and for all Americans. The HME services industry has and will continue 10
play a vita! role in the delivery of cost-effective quality care to Medicare beneficiaries.
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Medicare Outlays

There are a number of factors that have contributed to the growth in recent years of home care and
specifically HME services.

First, our nation’s elderly population is increasing rapidly. In 1984, there were 30.5 million Americans
over the age of 65 who were eligible for Medicare benefits. Medicare actuaries project that the number will
grow this year to 37 million Americans, a 25% increase. Even more significant is the fact that the fastest
growing segment of our population is the group of Medicare eligible citizens over the age of 80, because it
is this group that has even more critical need for home medical care. The growth in the Medicare eligible
population over the past decade provides a factual history to support the Lewin ICF prediction.

Technological advances also are making possible high levels of quality care in the home that, in prior
years, was available only in institutions. As patients’ needs have evolved, so too has home care technology.
While traditional post-acute capability remains in place and available, an increasing array of new home care
services and equipment is available to post-acute and chronic patients who, in prior years, would have
required hospitalization.

The 1990 Green Book, published by the House Ways and Means Committee, projected that the baseline
for HME services would be equal to $3.3 billion in 1995. However, the 1993 Green Book baseline
projection for HME expenditures for 1995 has been decreased to $2.7 billion. Coupled with the fact that the
growth in the number of disabled and elderly Medicare beneficiaries for Part B services increased by more
than 14% over this same three year period, it would appear that our services are not growing fast enough to
meet the growing number of beneficiaries. Actually, we would argue that the growth in expenditures has
fallen behind the growth in Medicare beneficiaries.

Utilization

Currently, there are approximately 5,000 to 8,000 HME providers, about 11,000 home health agencies
and some 1,200 freestanding hospices providing home care services to millions of Americans. Home care
services come in many forms, from lifesaving equipment to specialized nursing care and financial
management assistance for patients and their families. Provision of these services often can be more cost-
cffective than certain institutional care, while maintaining as high a level of quality of care as hospitals,
nursing homes and other facilities.

A 1991 Lewin ICF study examined reimbursement charges for HME services and concluded that while
total HME outlays had increased as a result of demographic changes, the reimbursement per HME items
had decreased as a result of the implementation of the Congressionally-mandated Six-Point Plan
implemented in 1989.

The Lewin study further compared the costs of home care using HME versus hospital care for three
diagnoses: hip fractures, amyotrophic lateral sclerosis (ALS) with pneumonia, and chronic obstructive
pulmonary disease (COPD). The study found that home care using HME resulted in cost savings of between
$300 and $2,300 per patient episode. When multiplied by the prevalence of each illness, the potential annual
savings per year was estimated at $575 million for hip fractures alone.

Recent studies also have found that a large majority of Americans believe that receiving treatment in the
comfort of their own home when recuperating from an illness or injury would be vastly preferable to some
form of institutional care. A 1991 American Association of Retired Persons (AARP) study found that nearly
3 out of 4 older Americans would rather provide care for a disabled, frail or elderly relative or friend at
home, rather than have to admit that person to a nursing home. NAMES 1991 “Coming Home” study
revealed identical results.

While total outlays for HME services have grown with the increase in the number of beneficiaries that
are being cared for, the reimbursement amounts for these services have shrunk in recent years. Let me
review briefly some of the history of Medicare reimbursement for HME services so that the Committee can
appreciate the magnitude and frequency of the changes. In the past 5 years the HME services industry alone
has been subject to extensive Medicare reductions including: $180 million in OBRA *89; $215 million in
OBRA 90; and $950 million over 5 years in OBRA ’93. These figures are significant when combined with
the fact that HME outlays represent approximately only 2 percent of the total Medicare program
expenditures and represent more than 3 times the industry’s proportional share of reductions. Other
reduction in the past decade include:

« 1985 Least Costly Systems Initiatives;

« 1986 Inflation Index Charges/Freeze;

- 1986 Concentrator Equivalency Limits/Freeze;

* 1986-1988 Gramm-Rudman-Hollings Cuts;

* 1987 Lowest Charge Levels/Concentrator;

« 1987 OBRA 87 mandated the establishment of fee schedules;

+ 1988 Inherent Reasonableness/Freeze:

- 1989 OBRA 89 eliminated inflation updates for DME, reduced payments for seat-lift

chairs and TENS by {5%, and directed that motorized wheelchairs be treated as
routinely purchased items;
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- 1989 Six-Point Plan;

« 1989 PRN Cuts;

» 1986-1990 Freezes;

> 1990 OBRA 90 established ceiling and floors to the HME fee schedules to make payments

more uniform, prohibited suppliers from distributing completed or partially
completed CMNs; and
* 1991-1993 CPI Cuts.

Cost Effectiveness

1t is important to look at the costs associated with home care support for Medicare, but these statistics
fail to tell the most important story about how home medical equipment providers are daily meeting the
needs of Medicare patients throughout the country, and at the same time striving to find the most cost-
effective methods of delivering care.

For example, two years ago a major health care clinic in the Midwest began a study of Medicare patients
who had undergone hip replacement surgery to determine how they might reduce the overall cost of therapy
and recovery from this procedure. An initial review of the records of patients over several years disclosed
that the average hospital stay following the operation was 11 days. at a cost of more than a thousand dollars
aday. Within a year, the health care clinic instituted a new program of aggressive therapy combined with an
early patient discharge that had reduced the hospital stay to 5 days at a significant cost savings to Medicare
and to the patient or the patient’s insurance carrier.

The 1993 Los Angeles earthquake offers another dramatic illustration of the critical role that an HME
services provider may be called upon to perform in an emergency. The shock of the quake disrupted
electrical power and telephone service throughout the region. Within three hours, the locations of every
patient whose medical care might have been disrupted were revealed, and vehicles with technicians and
respiratory therapists were dispersed to deliver back-up equipment, oxygen and related supplies which
helped keep the patients in their homes and out of hospital emergency rooms. This is just one example in
many recent disaster stories like the recent earthquake in Japan, the Florida hurricane a few years ago and
the flooding last year in the Midwest where HME suppliers went beyond the call of duty to ensure that their
patients were spared physical, emotional and monetary harm.

Fraud and Abuse

The HME service industry takes seriously its mission to promote access to quality home medical
equipment (HME) services and rehab/assistive technology and has devoted significant resources for several
years to combat fraud and abuse. From the first public allegations of abusive business practices in the HME
services industry, the industry has worked assiduously with the Administration and Congress to help
eliminate the few unethical suppliers who damage the reputation of an otherwise upstanding industry which
helps make “homecomings” possible.

NAMES most visible legislative effort consisted of working during the 102nd Congress with Rep. Ben
Cardin (D-MD), who introduced H.R. 2534, the “Ethics and Treatment of Home Medical Equipment Act of
1991." This legislation, which was co-sponsored by 112 Members of Congress, remains the most far-
reaching of all subsequent HME bills introduced in Congress to date. Many provisions and concepts in H.R.
2534 were incorporated into legislation that passed the 102nd Congress in 1992, but were vetoed by
President Bush. In the 103rd Congress, NAMES help Congress enact legislation, the Social Security Act
Amendments of 1994, into law (H.R. 5252 & S. 1668) that incorporates many of the ethics provisions
contained in H.R. 2534,

The HME services industry also worked very closely with the Health Care Financing Administration
{(HCFA) on its decision to establish four durable medical equipment regional carriers (DMERCs) that now
process Medicare DME, prosthetics, orthotics and supplies (DMEPQS) claims exclusively. The four
DMERC s were established primarily by HCFA to reduce fraud and abuse in the HME services industry.

NAMES has advocated for years that there must be stronger accreditation, certification and licensure
requirements, potentially including on-site inspections. Despite the work of NAMES and HME suppliers to
create a higher level of service for individuals in need of care, formal Medicare certification standards for
the provision of HME services still do not exist today. HCFA has no detailed specific requirements for
beneficiaries receiving HME services. There are no provisions regarding type or frequency of services that
should be rendered, record-keeping practices, emergency care, patient education, home safety assessments
or infection control practices. We urge this Committee to work with the HME services industry to create
minimum industry standards and require accountability measures in order 10 obtain a supplier number from
HCFA.

Solution

Again, ] submit to you that the growth in Medicare expenditures for home care services is our solution
and not the problem. The HME marketplace today reflects the growing number of patients as well as their
needs and expectations for quality services. 1 lome care using HME services und rehabilitation/assistive
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iechnology can ensure the continued provision of high quality health care in a setting that the vast majority
of patients and their families prefer. And, that care can save our nation's health financing system millions of
dollars.

NAMES and HIMA recognize the legitimate interest Congress has in carefully examining all Medicare
benefits to ensure that the use of trust fund and taxpayer monies is as economical and efficient as possible
consistent with the delivery of high quality services to beneficiaries. Both organizations are prepared to
work with Congress to assure that patient needs are met in the most efficient way possible.

However, despite the critical role which home care plays in allowing people to be discharged sooner
from an institution and permitting people with disabilities to lead productive lives away from an institution,
HME continues to be the recipient of budgetary reductions to such a severe level that I am concerned the
ultimate effect may well be the dismantling of the entire HME services industry.

The solution is simple. There is a growth in home care expenditures and yet these expenditures are still
saving the American people money. We must focus on consumers and ensure that beneficiaries are receiving
quality care and the services they deserve. The HME services industry wants and needs minimum service
standards and accountability measures. We want to work with all of you. In an era of increasing cost
consciousness and concern about the long-term care of our nation’s elderly and people with disabilities, it
makes plain policy sense to preserve and foster the very benefit that provides home care services in the most
cost-effective and yet compassionate fashion.

Thank you.
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Chairman THoMAS. Thank you very much, Mr. Doherty.
Dr. Sundwall.

STATEMENT OF DAVID N. SUNDWALL, M.D., PRESIDENT,
AMERICAN CLINICAL LABORATORY ASSOCIATION

Dr. SUNDWALL. Thank you. My name is David Sundwall and I
am president of the ACLA, the American Clinical Laboratory Asso-
ciation, and I am very pleased to be able to testify before you today.
I will keep my remarks brief and submiit our wrnitten comments for
the record.

I want you to know I am a practicing physician, and have been
for over 20 years. I see patients every week, and I know on a first-
hand basis how absolutely essential laboratory work is in order to
take care of patients wel{ I also understand, representing ACLA,
the challenge you have before you and the importance of this hear-
ing in addressing Medicare expenditures. I want you to know that
ACLA is committed to insuring that laboratory services are used
appropriately and in the most cost-efficient manner.

This afternoon I am just going to make five brief points. First of
all about reimbursement, as all others have testified today, I can’t
resist telling you that laboratories really are currently in the midst
of a 3-year reduction in their reimbursement, thanks to OBRA
1993. These provisions amounted to a cut of about $3.3 billion over
5 years, a reduction of about 14 percent. I also want to point out
that unlike some of the other providers that have referred to reduc-
tions in their future rate of increases, the cuts I am talking about
constitute actual reductions in the amounts received by our labs.

Second, ACLA believes that one of the most important ways to
ensure appropriate utilization of laboratory services is by working
closely with physicians. Doctors, after all, are the only ones who
can order tests. To ensure that they understand the tests they are
ordering and the impact of their decisions, ACLA is working to help
them understand the costs to the Medicare program of the tests
they are ordering.

We also believe that the development of clinical practice guide-
lines will promote proper use of clinical laboratory testing. We en-
courage Congress to continue their support for the Agency of
Health Care Policy and Research in the Public Health Service and
their development of clinical guidelines.

Third, standardization. ACLA strongly believes that if the rules
applicable to clinical laboratory testing for Medicare were sim-
plified and clarified, it would also promote appropriate use of lab-
oratory testing. As the GAO noted in their testimony, individual
carriers have great discretion in setting payment rules and policies.
This is a special problem for our large national labs who deal in
many States and therefore have to deal with several different car-
riers and their jurisdictions.

For example, ACLA and other medical specialty groups have
been working with HCFA concerning so-called automated multi-
channel chemistry testing. These tests are subject to widely dif-
ferent policies, depending on which carrier is involved, which re-
sults in widespread confusion in the industry.

ACLA and other groups recently submitted comments to HCFA
on their proposal for new policies that would determine how these
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tests are paid for. Although we have some concerns about several
features of the HCFA proposal, we are very pleased they have rec-
ognized the need for national standards with regard to such test-
ing, and look forward to working with them to refine their policies.

In addition, ACLA also believes that administrative procedures
could be further simplified and costs reduced if laboratories were
permitted to bill through a single carrier rather than numerous dif-
ferent ones. This process would create more uniform interpretation
of laboratory policy rules, and we hope the subcommittee will con-
sider recommending such a consolidation of carrier responsibilities.

Fourth, we believe that appropriate utilization of laboratory test-
ing would be helped by enactment of a direct billing mandate, a re-
quirement that the laboratories performing the tests bill the pa-
tient or the insurer for those services. Data from a study done by
the Center of Health Policy Studies strongly suggests that such a
provision would lead to more cost conscious and efficient delivery
of testing services, because direct billing precludes physicians from
adding a markup to clinical laboratory testing that they do not
themselves perform.

The study compared prices and utilization of testing services in
States which require such direct billing and compared them with
States where direct billing is not required. The analysis determined
that direct billing reduced utilization and lowered health care costs
overall. Even though Medicare already requires direct billing for
their services, the same study found that even Medicare utilization
dropped lower in States where direct billing was required. Appar-
ently this is because physicians change their ordering patterns for
all patients regardless of the payer.

And finally, my last point is that I —ACLA-—must object to an-
other proposal that has been made in the past and which we antici-
pate will be made again, the reinstituting of coinsurance for lab
services. Coinsurance was eliminated in 1984 when the current fee
schedule method, which set fees at 60 percent of then prevailing
rates, was put in place. We have two objections.

First, coinsurance amounts to an additional cut in lab reimburse-
ment inasmuch as we are still in the process of implementing the
reductions required by OBRA 1993. Because of the amount, the co-
insurance is often just a few dollars on each claim, the cost of bill-
ing this coinsurance is usually more than the amount that could
be collected.

I am going to skip an example included in my written testimony,
and will simply tell you that for a pap smear it would cost more
to prepare and mail the letters to solicit the copayment than if we
just ignored it.

The last point I want to make on coinsurance is that we do not
believe it will affect utilization, and after all, that is what the pur-
pose of this hearing is about. Laboratory services can only be or-
dered by physicians and thus both the OTA and the CBO have
noted in separate studies that imposing a copayment obligation of
Medicare beneficiaries does not curtail utilization.

I want to thank you for inviting us to testify today and I would
be happy to answer any questions.

[The prepared statement follows:]
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STATEMENT OF
DAVID N, SUNDWALL, M.D., PRESIDENT
AMERICAN CLINICAL LABORATORY ASSOCIATION
TO THE HEALTH SUBCOMMITTEE
HOUSE COMMITTEE ON WAYS & MEANS

February 6, 1995

As the new President of the American Clinical Laboratory Association ("ACLA"), I am
pleased to have this opportunity to introduce myself and to present ACLA's view on issues
related to the utilization and reimbursement of clinical laboratory services. ACLA is an
association representing the leading independent providers of clinical laboratory services,
including national, regional and local facilities. All ACLA members will be significantly
affected by any action that Congress takes on Medicare reimbursement for laboratories.

As a practicing physician myself for more than 13 years, | know how important clinical
laboratory testing is to the delivery of quality health care services. By providing critical
information to physicians about a patient's health status, clinical testing is an essential tool in the
prevention, diagnosis and treatment of disease; the maintenance of good health; and the delivery
and monitoring of effective patient care. ACLA believes it is vital to safeguard patients' access
to quality laboratory testing.

Like all health care providers, clinical laboratories have undergone significant reductions in
reimbursement in recent years. However, unlike other providers, which have seen reductions in
their future rates of increase, laboratories have suffered real cuts in their reimbursement levels.
The national limitation amounts, which put a ceiling on the level of clinical laboratory
reimbursement, have been consistently reduced over the past eight years. In fact, laboratories are
currently in the middle of a three-year reduction in these limitation amounts, which was
mandated by OBRA'93. Under those provisions, the national limitation amounts were reduced
from 88% of the fee schedule medians in 1993 to 76% of the medians in 1996. In addition,
OBRA'93 eliminated the CPl update for laboratory services for 1994 and 1995. These cuts
amonnt to a reduction of over $3.3 billion in laboratory payments over five years.

ACLA recognizes, however, the importance of ensuring that clinical laboratory services ate
used appropriately, in the most cost-effective manner possible. This morning, I will review
several of the actions that ACLA has taken 10 promote the appropriate utilization and payment of
laboratory services and discuss other legislative proposals that will, we believe, further promote
these goals. We will also address several other legislative proposals that have been made, which,
ACLA believes, would adversely affect the ability of clinical laboratories to provide the highest
quality testing services.

In sum, ACLA believes that by clarifying and simplifying the rules applicable 1o clinical
laboratory testing, Medicare will be better able to ensure the appropriate utilization of clinical
laboratory services. Further, we believe that enactment of a national direct billing law will
reduce utilization for the entire health care system, including Medicare. Finally, ACLA must
strongly oppose the reinstatement of coinsurance for laboratories because it will be a burden to
beneficiaries, an additional cut for laboratories, and will fail to affect the utilization of testing
services.

A. Clarification and Simplification of
Clinical Lat Orderi 1 Billi

ACLA believes that clarification and simplification of the rules applicable to clinical
laboratory testing will have a beneficial impact on the utilization of testing. Such actions will
ensure that physicians fully understand the impact of their test-ordering decisions; that Medicare
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pays only for appropriate testing; and that the program can adequately monitor and enforce its
laboratory policies. Thus, clarification and simplification should have a beneficial impact on
both the utilization and reimbursement of clinical laboratory services.

Because clinical laboratories cannot order tests, it is the physician's responsibility to order
the testing that is medically necessary for his or her patients. ACLA believes, however, that
laboratories must work with physicians to ensure that they understand the appropriate use of
clinical laboratory testing and the impact of their test-ordering decisions on the Medicare
program. Thus, ACLA has established guidelines for its members that require them to explain
the tests that are included in panels and profiles which are offered, and to provide physicians
with information about how Medicare pays for the tests ordered. By working with physicians in
this way, laboratories can help ensure that physicians understand the tests they are ordering and
the financial impact of their decisions on the Medicare program. In the long run, ACLA believes
such increased communication between laboratories and physicians should result in more
appropriate utilization of services.

Second, ACLA has worked with HCFA and a variety of medical specialty groups to clarify
the rules applicable to "automated multichannel chemistry” testing. In the past, HCFA has
expressed concern about the manner in which such testing was ordered, coded and billed. ACLA
is working with these groups and HCFA to standardize the rules applicable to such testing.
Again, clarifying the rules applicable 1o this testing will help promote the appropriate use of
testing services.

Automated multichannel chemistries are a battery of tests, which are usually performed on
automated instruments capable of performing a number of different assays simultaneously on a
single specimen. Such tests are billed under a single code number, depending on the number of
individual tests included in the panel. The Manual of Physicians_ Current Procedura
Terminology states that up to 19 specific tests, which it lists, may be included under the codes
applicable to automated, multichannel chemistries. However, recently several Medicare carriers
have unilaterally included additional tests in the list of testing covered by these codes without
also increasing reimbursement. In several instances, carriers have proposed including tests that
cannot be performed simultaneously with other multichanne! chemistries.

This action has caused great confusion and concern in the industry. Each carrier now has
its own list of the tests that it includes under these codes. While some carriers permit certain
tests to be billed separately, and reimbursed separately, other carriers pay for them as part of the
automated, multichannel chemistry panel. As a result, laboratories with multiple locations must
be aware of the different carrier policies for each area where they perform testing.

There is little policy justification today for these vast differences on such a basic issue of
laboratory reimbursement. As a result, ACLA has been working closely with other medical
specialty groups and HCFA to resolve these issues. As part of this process, in April 1994,
ACLA cosponsored, with the American Medical Association and HCFA, the first Consensus
Conference on laboratory issues, which was held in Chicago, and attended by representatives of
29 different medical groups. Attendees at the Conference frequently commented that greater
uniformity among carriers was needed concemning the rules applicable to clinical taboratory
testing.

HCFA has recently issued a new proposal on the billing and payment of these automated
multichannel chemistries. ACLA and other groups have submitted comments to HCFA on its
proposal, and ACLA will continue to work with the agency and other groups on this policy. If
the rules applicable to this testing are clarified, it will help to ensure that physicians understand
the impact of their test ordering decisions and that laboratories bill correctly for testing that
physicians order.

Third, Medicare's payments for clinical laboratory testing could also be streamlined by
eliminating the different rules and policies that apply to clinical laboratories. Today, over 40
different carriers, representing 59 jurisdictions, process Medicare laboratory claims. As noted
above, because each carrier often has its own policies covering this testing, the rules applicable to
Medicare billing and payment vary, depending on where the test is performed. Thus, a
laboratory with facilities in different states must monitor and comply with different payment



rules depending on which carrier has jurisdiction, As demonstrated above in the context of
automated, multichannel chemistries, such differences on relatively basic issues lead to
confusion and wasted effort by all parties, including laboratories, physicians, and the Medicare
carriers.

ACLA believes that administrative procedures could be simplified, and costs reduced, if
laboratories did not have to deal with numerous, different carriers. It would be far more
reasonable if a laboratory with multiple locations could submit all of its claims through a single
carrier. In this way, the laboratory would only have to become familiar with a single set of
carrier policies and personnel, a change that would greatly simplify the billing process. Although
at one time laboratory reimbursement levels varied significantly among carrier jurisdictions--a
factor which may have supported the decision to have multiple carriers--those differences are
rapidly disappearing. Most testing today is reimbursed at the uniform, national limitation
amounts, which cap laboratory payment. Thus, the current system cannot be justified by the
existence of significant payment differentials among carriers.

As a result, ACLA urges the Subcommittee to consider recommending a consolidation of
the carrier responsibilities for laboratory services, and 1o encourage the development of uniform
policies with respect to coverage and payment issues. We also urge the Subcommittee to
consider legislation that would permit laboratories to submit all their claims through a single
carrier, regardless of the location of the individual facility performing the testing. We believe
that enactment of such policies will help reduce administrative costs for laboratories and the
Medicare system.

B. Enactment of Direct Billing Will Promote
iate Utilizati { Testi

Appropriate Medicare utilization of laboratory testing would be aided by enactment of a
direct billing mandate, Le., a requirement that the laboratory performing the tests bill the patient
or insurer for those services. This provision would simplify the billing structure of the industry
and lead to a more rational market for laboratory services. Enactment of such a requirement
would promote a more cost-conscious and efficient system for delivery of testing services than
currently exists.

Today, laboratories are not required to bill the patient or responsible third-party payor for
testing.  Billing physicians, rather than patients, promotes the practice of mark-up by the
physician, resulting in higher costs to the patient or third-party payor, with no real added value.
As reimbursement for the services they provide directly to their patients continues to be reduced,
physicians’ selection of the laboratory, the number and frequency of tests requested, and the types
of tests requested tend to be influenced by the potential for additional income.

In most cases physicians, as wholesale customers, wield sufficient market power to
demand and receive significant pricing concessions from laboratories, thus maximizing the
potential for mark-ups. The result is that physicians pay lower prices, while other retail payors,
including Medicare, pay for laboratory tests at a higher level. Direct billing will eliminate the
underlying structural probiem that leads to this cost shifting.

Enactment of direct billing would have several important benefits. Most significantly, it
would result in reduced utilization of laboratory testing and Jower costs as found in a recent study
conducted by the Center for Health Policy Studies ("CHPS"). CHPS compared the experience of
Medicare and Blue Cross/Blue Shield plans in direct billing and non-direct billing states. CHPS
found that laboratory prices and utilization were significantly higher in non-direct billing states
than in states that require direct billing. CHPS concluded that if a national direct billing law
were enacted, annual savings in total health care expenditures of between $2.4 and $3.2 billion
could be achieved, as a result of reduced utilization and lower prices. This translates into savings
of between $12 and $16 billion over the next five years.

In addition, CHPS also suggested that the enactment of direct billing could help reduce
Medicare expenditures for clinical laboratory services. Even though direct billing already exists
for Medicare, the CHPS study found that Medicare utilization was lower when the state required
direct billing for private payors. CHPS further concluded that this reduction resulted from a



172

spillover effect--that in direct billing states, physicians changed their ordering patterns for both
Medicare and non-Medicare patierts alike. As a result, utilization of clinical laboratory services
reimbursed by Medicare was lower in direct billing states than in non-direct billing states.
Therefore, ACLA also urges the Subcommittee to consider the enactment of a national direct
billing law.

C. Coinsurance is an Additional Cut for Laboratories .

In the past, some proposals have suggested the reimposition of 20% coinsurance for
clinical laboratory services. Coinsurance for clinical laboratory services was eliminated by
Congress in 1984, with the approval of the laboratory industry and HCFA, when the current fee
schedule methodology was adopted. Under that methodology, coinsurance was eliminated, but
the fee schedules were set at 60% of then-prevailing charges. ACLA fully expects the
reinstatement of coinsurance to be proposed again in the upcoming debate over Medicare
reductions. ACLA opposes this proposal for the reasons discussed below.

First, imposition of coinsurance would constitute an additional cut in laboratory
reimbursement because the cost of billing the coinsurance would frequently exceed the amount
collected. Although the amount of the coinsurance is often just a few dollars, on average, it
would often cost nearly as much just 10 produce the additional invoice covering the coinsurance.
Further, in most instances, laboratories will have to bill several times, thus further increasing the
laboratories' costs. Past experience with coinsurance suggests that in many instances,
laboratories would have to write off from as much as 50% or more, of the billed amounts due to
the uncollectability of these relatively small amounts. Indeed, these problems are the very reason
that Congress eliminated the coinsurance requirement in 1984 and mandated the current
methodology.

An example will illustrate the actual impact of the reinstatement of coinsurance. The
natjonal limitation amount for a Pap Smear, for example, is $7.33. This is the maximum that can
be billed for that test, and in many instances, the laboratory is paid even less than this amount. If
a 20% coinsurance were applied to this amount, then the laboratory would have to bill the patient
for $1.47. If the laboratory has to bill twice to collect that amount, as frequently happens, the
laboratory will have to spend 64 cents just in postage. When the additional cost of paper,
processing, labor and administrative costs are added in, it becomes clear that the cost of billing
will easily exceed the amount the laboratory will collect. Moreover, the fraud and abuse laws
would likely be violated if the laboratory just wrote off this amount without trying to collect it.

Reinstatement of coinsurance would also amount to a new burden to beneficiaries.
According to some estimates, it would transfer to beneficiaries additional aggregate outlays of
approximately 37 billion over five years. Further, because the Jaboratory usually does not have
contact with the patient, the beneficiary often does not know to what laboratory his or her testing
is sent. Beneficiaries may, therefore, be confused by receiving a bill for some small amount
from an entity, with which they have had no direct contact. This situation only adds to the
difficulties of collection.

Furthermore, reimposition of coinsurance amounts to a substantial cut in reimbursement
for laboratories, a cut of at least 10%, according to some ACLA members. This reduction,
coupled with the cuts imposed by OBRA'93 would amount to a substantial cut in laboratory
reimbursement. Such a cut seems especially unfair in view of the fact that laboratories represent
only about 5% of Part B expenditures. In addition, such cuts will make it more difficult for
laboratories to serve some higher cost areas, including rural areas and nursing homes.

Finally, coinsurance for laboratory services would have no impact on utilization of
laboratory services. For ancillary services, such as laboratory testing, imposition of copayment
obligations on Medicare beneficiaries will not curtail utilization because patients do not decide
when to order testing nor do they select the testing laboratory. Medicare-covered laboratory
services can only be ordered by physicians. As the Congressional Budget Office noted in a 1990
Report:



173

Cost-sharing probably would not affect enrollees’ use of laboratory
services substantially, ...because decisions about what tests are
appropriate are generally left to physicians, whose decisions do not
appear to depend on enrollees’ cost sharing.//

A recent report by the Office of Technology Assessment came to a similar conclusion.2/

In sum, ACLA believes that the reinstitution of coinsurance will have a significant, adverse
effect on laboratories’ ability to provide high quality laboratory services.

. C itive Bidding Would H L Quali

In addition, last year, the Administration proposed a competitive bidding procedure for the
acquisition of laboratory and other services. Although the actual procedures were unclear, the
initial proposal appeared to create a "winner take all" approach, which would have given the
winning bidder the exclusive right to provide laboratory services within a given geographic area.

ACLA has numerous concerns about such competitive bidding proposals. First, previous
federal use of competitive bidding for laboratory services has been unsuccessful and dangerous
to patients' health. When the Air Force awarded a contract to a laboratory for screening Pap
smears on the basis of competitive bidding, the laboratory, which won the contract because it
submitted the lowest bid, performed so negligently that women's lives were placed at risk. The
Air Force was forced to impound over 700,000 Pap smears that they found contained numerous
errors. Other experiments with competitive bidding have encountered similar difficulties.

In many competitive bidding plans, there may be a strong incentive for a bidder to submit a
"low ball" bid, in order to obtain the contract, a fact that could have disastrous implications for
the quality of the testing. In fact, in 1984, a HCFA report on the laboratory industry expressed
great skepticism over competitive bidding. It noted that under a competitive bidding system:

[1Jaboratories might knowingly underprice the competition in order
to win a Medicare contract, even if they know they will be unable
to cover their costs at the bid price. This practice, known as "low-
bailing," has occurred in even limited competitive contracts for
services awarded by the Air Force and by the District of
Columbia¥/

These risks were dramatically illustrated last year by testimony before a House
Subcommittee. At a hearing held by a Subcommittee of the House Judiciary Committee in the
summer of 1994, a woman testified about her terminal cervical cancer, stemming from a three-
year misdiagnosis by her HMO. The HMO had solicited competitive bids for its laboratory
services and awarded the contract to a single laboratory that submitted the lowest bid. After
three Pap smears and three biopsies, the cancer still wemt undetected. 1In short, the use of
competitive bidding for laboratory services has consistently resulted in placing quality and
patient health at risk. We urge the Subcommittee to reject both the reimposition of coinsurance
for laboratories and competitive bidding.

Conclusion
We would like to thank the Subcommittee for this opportunity to submit our views. We

look forward to continuing to work with the Subcommittee on these issues. 1 would be happy to
answer any questions you may have.

Doc. 421956

iy CBO, "Reducing the Deficit: Spending and Revenue Options™ at 140 (February, 1990).
o OTA, "Benefit Design: Patient Cost-Sharing” at 5 (Feb. 1994).

¥ HCFA, Report of Laboratory Task Force at 23 (1984).
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Chairman THOMAS. Thank you very much for your succinct testi-

mony, covered a lot of ground.
Mr. Willging.

STATEMENT OF PAUL WILLGING, PH.D., EXECUTIVE VICE
PRESIDENT, AMERICAN HEALTH CARE ASSOCIATION

Mr. WILLGING. Thank you, I do represent the American Health
Care Association which is the trade association representing by far
the vast majority of nursing facilities in this country, incluging as-
sisted living and subacute facilities.

It is a pleasure to be with you today, Mr. Chairman, although
I must admit the pleasure was somewhat less acute when I first
read the press release a week or two ago with the focus being the
alarming growth of the SNF benefit in Medicare. Perhaps of great
concern to me was the following statement: “This may represent
significant fraud and abuse.”

I thought at least I would have the opportunity to perhaps put
that into a different type context. In doing so, however, I do not
for a moment wish to minimize the importance of our efforts, yours,
the industry’s, the executive branch’s in ferreting out fraud and
abuse in all Medicare programs.

There is no question that how large that is is a factor stimulat-
ing the growth of the Medicare SNF benefit. It is in fact something
that has got to be dealt with. We have worked and will continue
to work with the Congress and the executive branch in making
sure that no provider can willfully or intentionally defraud the Fed-
eral or State governments and, more importantly, we will work
with our own members.

Education is critical. As is going to be suggested in testimony by
the American Association of Retired Persons, 75-percent growth in
the number of SNFs participating in the Medicare program be-
tween the years 1985 and 1993, 6,000 new providers trying to deal
with what at best are arcane procedures in terms of billing under
part B, and at worse are totally incomprehensible. We have a job,
that is, the industry, to make sure that they are educated, even if
it is not intentional, even if it is not willful, that we do prevent in-
appropriate billing.

And finally, oversight. I think we have heard enough today to
recognize that the industry I represent cannot assume that this is
somebody else’s problem, that this is just incontinent suppliers,
shipping off guides to the nursing facil]ity and then billing sepa-
rately. We, as an industry, each facility is responsible for all serv-
ices provided in that facility. We have got to be equally responsible
for at least providing oversight when it comes to the billing that
takes place and we will take that seriously.

We are working with the Health Care Financing Administration
to deal with a concept called bundling by some, consolidated billing
by others, so that the bills are, in fact, brought together in a place
where we can see that they meet the needs of the resident in that
facility. That same concept is a part of the proposed prospective re-
imbursement system that we have been talking to this committee
and others about in terms of the Medicare SNF benefit, but as we
continue to work toward this legitimate concern of fraud and
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abuse, let us not confuse that with the underlying factors leading
to the growth in the SNF benefit.

As chart 1 will suggest, on the left, the growth between 1993 and
1994 in the SNF benefit was by far largely accounted for by simply
population. Of the increase of $1.3 billion in additional growth in
the SNF benefit, $800 million, 60-some percent, was population in-
creases, $0.3 billion was price, $0.2 billion was utilization. Even
price can contain within it intensity factors so that it is not simpl
a higher price for the same unit. The unit itself may have changeci
For example, as we go from LPNs to RNs delivering an hour of
nursing care. So our growth has been, to a considerable extent,
more beneficiaries. More utilization, that is, longer lengths of stay
in a facility, higher levels of intensity as we move into high acuity
patients, and the reasons for those three areas of growth, I think,
are clear to all of us.

Certainly it begins way back, 12 or so years ago when the DRG
program did what it was supposed to do with respect to hospitals,
move patients out of hospitals quicker and sicker. The coverage
guideline changes in 1988 for the first time gave Medicare bene-
ficiaries rights to a service that they felt had been denied and that
the courts eventually agreed with them had been denied.

The famous catastrophic, or infamous catastrophic legislation
back in 1988 developed a new infrastructure in the SNF arena
which did not disappear even when catastrophic legislation dis-
appeared 1 year later. And the Nursing Home Reform Act of 1987
where it, one, eliminated the distension between SNFs and ISNFs
so everyone essentially became an SNF, also raised the infrastruc-
ture level, and two, and perhaps more importantly, put a concept
in the law that said, our responsibility as nursing facilities was to
bring patients up to the highest practicable level of mental, phys-
ical, and psychosocial well-being. Well, if that isn’t going to have
an impact on the use of therapists in nursing facilities, I don’t
know what would.

So I think there is no question that the understanding of growth
becomes clear when one looks at the factors that make it up. But
I think equally important, and at the risk of being considered
somewhat too glib, I think there may be areas of growth in the
SNF benefit that are extremely beneficial, that we would want to
in fact stimulate and foster.

Indeed in the private sector, I know you and your colleagues
today, Mr. Chairman, have been looking for what happens in the
private sector to control growth in the Medicare program. There
are managed care entities. This one, the second chart, happens to
be PacifiCare out of California, that are not only not alarmed about
growth in the SNF benefit, are stimulating growth in the SNF ben-
efit. That is the lower line; for what effect to see the drop in the
upper line. It is called use of subacute care. It is in fact what man-
aged care does so well. And indeed, some of the State programs,
not yet Medicare, but at least some of the State programs are rec-
ognizing the role of subacute care.

In the last budget presented by Governor Pete Wilson to the leg-
islature in California they are looking for a movement out of the
hospital sector into the SNF sector so as to save money, utilizing
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subacute care within nursing facilities at one-half the cost of a
comparable day of care within the hospital.

We have estimated in a study done by Abt Associates that there
is a potential of $9 billion per year at the outside admittedly by uti-
lizing subacute facilities in lieu of hospitals.

So in conclusion, yes, let’s worry about fraud and abuse. Let’s do
what we can to ferret it out, to eliminate it tc every extent possible,
but let’s not always assume that I‘growth is bad. I would contend
that a dollar of growth in the SNF benefit, which will lead to two
dollars of reduction in the hospital benefit, 1s good growth.

And then the final statement, remember what Dr. Altman told
us, let’s not forget the synergism among the various component
parts of this program. You want to make sure you understand how
they interact and not look at each one independently.

I thank you very much for your attention and I would be happy
to respond to questions later.

[The prepared statement and attachments follow:]
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TESTIMONY OF PAUL WILLGING, PH.D.
AMERICAN HEALTH CARE ASSOCIATION

Mr. Chairman, another explanation for SNF spending growth is the higher acuity of SNF
subcacute patients. As our patient population ages and becomes sicker, and we move
more patients into residential care and assisted living facilities, SNF spending will
continue to grow. This also corresponds to reduced length of stays in acute care settings
which is a desired result from the implementation of the Medicare hospital Prospective
Payment System (PPS). This, however, means that patients are discharged sicker and
quicker. One important factor here is our movement into quality and cost-effective
subacule care.

Skilled nursing facilities offer subacute hecalth care services at an average cost of 47%
less than hospital-based SNFs. A report by Abt Associates, Inc. issued last June,
identified 62 DRGs where SNFs are currently providing subacute care and estimated
potential cost savings to Medicare if percentages of patients in these groups were treated
in SNFs rather than in hospitals. Abt found a potential savings to Medicare of between
$7.535 and $8.906 billion depending upon accounting for empty hospital beds and partial
waiver of the 3-day stay rule. | recommend that the Subcommittee examine the Abi
report in detail to see how legislative initiatives proposed by AHCA could potentially
save billions of dollars to the Medicare program. In short, as SNF spending increases on
Medicare subacule care, there is a corresponding decrcase in acute care spending.
especially for outlier patients.

While it is very difficult to prove that subacute SNF days are replacing acute hospital
days, perhaps there is a tell-tale sign in preliminary baseline budget figures released by
CBO this month. CBO shows the hospital growth rate increasing at substantially less
than previously predicted while the SNF pgrowth rate is increasing, almost
correspondingly, faster. Since SNF spending is a small fraction of hospital spending, it
makes sense that a small decrease in the anticipated growth in the hospital baseline would
show a larger increase in SNI baseline spending if SNFs were competing for, and being
utilized more. for subacute patients.

Probably the most important item to look at in terms of the growth in Medicare spending
is what are the components of that growth. Our data department ran a comparison of
skilled nursing facility expenditures for 1993 and 1994 and found the following:

» Of the factors accounting for the increase from 1993 to 1994 in SNF spending,
population accounted for largest amount of the increase compared to utilization and
price. Of the $1.3 billion increase, population accounted for $800 million or 62%;

e Of this increase, the costs attributed to price increases showed an increase accounted
for only 3300 million. This corresponds to an increase in price that is approximately
35% less than the rate of hospital price increases. Clearly our sector specific prices.
the only category a provider controls, are going up at a stower rate than hospitals:
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* The average length of stay dropped for hospitals and increcased for nursing facilities
which may correspond to the higher acuity of our patients and entry into subacute
care:

e The intensity of services for SNF care increased cost an average of 5 cents more of an
increase per patient over hospital patients.

Overall, in examining growth in our costs as an industry, it is not because we are
increasing prices and are too profitable, but more clearly because of population
demographics and because SNFs are aggressively competing in the health care continuum
1o treat subacute patients in more cost-efficient settings. Market forces are utilizing SNFs
to substitute for more expensive acute care scttings. And now, let me outline some of our
proposals addressing cost containment.

AHCA COST CONTAINMENT PROPOSALS

1 have previously mentioned the Abt study that found a potential of up to $8.9 billion per
year in subacute care savings to Medicare. AHCA proposes that hospital subacute DRGs
be examined and rebased according 10 severity of illness and length of stay. Particular
attention should be paid to the relative costs of SNF subacute care compared to hospital-
based subacute carc. 1t is absolutely clear. however. that SNFs can provide subacule care
at substantially lower costs than hospitals. In order (o test this, ATICA proposes that the
Secretary of Hlealth and Hwman Services immediately waive the 3-day hospital stay
requirement for patients in a group of live DRGs, including skin ulcers and
chemotherapy, and achieve an estimated $500 million per year iu savings in just a few
vears, The SNFT stay would be allowed only as a substitution to a hospital stay as
certified by the admitting physician.

Itis very important that CBO give this proposal a detailed analysis and not shrug off
mention ol the 3-day stay rule hecause of prior concerns when the Medicare Catastrophic
Act was enacted and soon after repealed. We are talking about direct substitution for
acute hospital stays and not new patients coming out of the so-calfed “woodwork.”

Our second proposal involves redesigning the Medicare SNF payment system from a
retrospective cost-based systen to a prospective payment system (PPS). 1 want 1o
express our appreciation. Mr. Chairman, that you and Mr. Stark have supported this
concept in the past and helped us move it toward fruition. Indeed, Congress has twice
before requested in OBRA'90 and again in OBRA’93 that we move to a PPS by October
of this year. 11CFA promised this Commitiee in testimony during late 1993 to have an
interim system 1o you by last June. We are pleased to continue to work with them on a
cost-containing prospective payment system. and we have proposed such a system as
introduced by Senators Orrin Hatel and David Pryor in the Senate last year.
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AHCA is very serious about curtailing administrative costs and building in incentives to
save Medicare dollars. We support a casc-mix. facility specific PPS that addresses costs
in five costs centers: nursing services, administrative costs, fair rental value for property,
ancillary services. and therapy services. In regard to current billing practices for medical
equipmeni, we desire strongly to work with HCFA and the Congress 1o eliminate any
fraudulent billing for such items. In addition, we have been meeting and working with
HCFA on salary equivalency issues and wish to address any problems with therapies or
billing practices that are identified. Our PPS is designed to be revenue neutral. with
incentives built in to control future costs, and we believe that it could be designed to
curtail unnecessary billings for equipment or special services.

Our mode! PPS is designed to promote quality care; to ensure equal access for high-
acuity beneficiaries; maintain adequate capital formation to address future demographic
trends; and achieve cost containment. In the past, Congress has requested a PPS for
SNFs, and HCFA has promised to develop one. We would request that HCF A honor its
word with a balanced and constructive interim PPS proposal that can be put in place this
October. We ask Congress to provide a statutory requirement to do so.

One therapy service that is being provided in SNFs but is not reimbursed by Medicare
directly is respiratory therapy. AHCA estimates that the cost savings of utilizing SNFs
rather than acute care settings in one DRG alone, #483 tracheostomy, the most costly
DRG, would save up to $990 million over five years. A 1993 CBO preliminary cost
estimate predicted a $100 million revenue loss over five years due to a 10% increase in
SNF service utilization. However, the estimate acknowledged that offsetting savings may
be realized -- “if vemilator patienis were moved from hospitals to SNFs, then fewer
resonrces might be used in the treatment of these patients.” We strongly concur.

ATICA requests that your subcommittee recxamine this issue in view of recent data and
increased utilization of SNFs for such care despite the lack of direct reimbursement.
Hospitals providing ventilator care charge upward of $1,000 per day for such care
compared to approximately $350 per day charged by subacute SNFs. Costs billed by
hospitals for such care are also driven higher when provided in SNFs under contractual
arrangement. Administrative add-ons are also billed, when if the services were provided
directly by SNF employees. these costs would not be incurred.

Finally, as [ stated earlier, your hearing on managed care could be a more appropriate
place for this testimony. You see, managed care has recognized the benefit of
substituting SNF days for more expensive hospital days. In recent testimony before the
Prospective Payment Commission, Dr. Roger Taylor, Executive Vice President with
PacifiCare, one of the fastest growing managed care organizations in the nation, stated
that a large percentage of their ability to save money was their ability to reduce hospital
Medicare days per thousand through the utilization of SN day substitution. In fact, |
have a chart with me demonstrating that PacifiCare has achieved a large part of their
savings by reducing hospital stays from 1089 days per thousand members in 1990 to 964
in 1993 and correspondingly increase their SNF days per thousand from 497 to 676.



180

AHCA supports the utilization of managed care to provide quality care and control costs.
In particular, the Medicare Select Demonstration Project should be extended to every
state for an extended period of time. In addition, discussions by the House Speaker on
reexamining the entire Medicare program and its relationship to private sector efforts in
managed care are welcome and should be fruitful. In Orange County. California, where
over 50% of Medicare eligible residents are cnrolled in managed care risk contracts,
artificial barriers that drive up costs - such as the 3-day stay rule - are avoided. and
consumers are pleased with their coverage and care. The ability of managed care
organizations to achieve cost savings by utilizing SNFs is something the Congress must
examine. Follow the lead of the private sector and market-based reforms, and | believe
you will find it easier to control Medicare costs.

Let me conclude my remarks on cost containment by endorsing and supporting efforts by
the Congress to improve long term care insurance by clarifying income tax rules and
providing basic policy standards. Probably the best long-term way to reduce government
costs is to build on the private side of the existing public/private partnership for long term
care by encouraging more senior citizens to purchase long term care insurance policies
early on. A 1994 study by Cohen, Kumar and Wallack found that each long term care
policy kept in effect can save Medicaid as much as $15,000 per policyholder.

RELATED ISSUES

Before closing. let me touch briefly on a few final issues. The first concerns proposed
regulations by HCFA to “fully certify” Medicaid and Medicare beds in nursing facilities.
This proposed policy could lead to upcoding and over-utilization due to the huge number
ol new Medicare beds that would be made available for services. The polential cost of
this proposed rule should be examined closely by this subcommittee.

In terms of regulations, you may recall that | have testified before the full committee
before that we are one of the most highly regulated industries in America. This is not
surprising duc to the concern all Americans have over their family members who arc
away from home and in institutions. However, we recommend an in-depth review of
these regulations 1o determine, which are truly necessary in terms of protecting and
improving patient care. Our nurses, our owners, and administrators seem to think that the
myriad of regulations imposed on us by literally dozens of governmental entities waste
valuable nursing oversight and training and cost patients, the government, and society as
a whole billions of dollars. A promising direction is to adopt the outcome measures of
managed care in lieu of regulations that specify procedures and inputs.
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Finally, in regard to home health care. we applaud efforts to move patients into the least
restrictive and most cost-effective setting, but due to the different acuity of nursing
facility residents and patients that can be treated at home, we do not see home care as a
competing with nursing facilities, only as an essential part of the health care continuum.
For instance, average activities of daily living (ADLs) measurements for home health
patients are 2.5 of 5 vs. 3.9 of 5 for SNF patients. We would support, however, that
copayments be applied equally, SNFs residents are currently burdened with a copayment
after 20 days of 1/8th of the annual hospital deductible amount. This is a steep $89.50
per day copayment that almost eliminates any benefit after the 20th day of a SNF stay.
We would encourage your subcommittee to impose equal copayments for home care and
SNF services outlined by the Congressional Budget Office and eliminate the unworkable
current SNF copayment.

Mr. Chairman, let me Jeave this Subcommittee with a final thought. I have come today to
testify and offer you specific proposals 1o save billions of dollars from the Medicare
program. Our nursing facility providers are already operating as probably the most
efficient providers in the health care continuum. They have not had a Medicare update
since 1990, while according to ProPAC, last year “the overall profit margin for the
nation’s hospitals reached its highest point since the advent of Medicare’s prospective
payment system.” [or instance, our average profit margin in 1991 was only 3.2%
compared to average hospital margins of 4.6%. Your examination of nursing facility
spending growth under Medicare is warranted and we applaud your efforts. We are,
however, more a part of the solution, and not a part of the problem. We encourage you to
review our cost containment proposals in time for budget reconciliation later this year,
and to review SNF costs centers before determining any potential action. Most of all,
we ask you to ensure that a prospective payment system for SNFs be required in statute in
time for fiscal year 1996.

Thank you Mr. Chairman. ['ll be glad to answer any questions.
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Chairman THoMAS. Thank you Mr. Willging, in your observation
about packaging of these hearings, when we put twofers together,
it tends toward the blind date syndrome. You don’t know what the
outcome is going to be. We are trying to whet the appetite of the
minority to attend these hearings. Apparently this one didn’t work
as well as we had hoped.

Mr. WILLGING. Certainly helped my appetite, Mr. Chairman.

Chairman THOMAS. Ms. Suther.

STATEMENT OF MARY SUTHER, PRESIDENT AND CHIEF
EXECUTIVE OFFICER, VISITING NURSE ASSOCIATION OF
TEXAS; ON BEHALF OF THE NATIONAL ASSOCIATION FOR
HOME CARE

Ms. SUTHER. My name is Mary Suther, and I am president and
chief executive officer of the Visiting Nurse Association of Texas.
On a daily basis we see over 8,000 patients in both urban and rural
areas.

I am representing NAHC, the National Association for Home
Care, today. They represent over 6,000 Medicare certified home
care service providers. Until this month, I chaired the NAHC gov-
ernment affairs committee for the last 4 years, and I continue to
serve on the Fraud and Abuse Task Force.

I would like to commend you, Mr. Chairman, for holding the
hearing on issues related to controlling growth in Medicare costs
and improving care. NAHC is committed to both these goals. Home
health represents a small but growing part of the Medicare pro-
gram. There are many contributing factors to this growth. But the
second part of my testimony will speak to the issues of fraud and
abuse in home care.

NAHC has a long history of aggressive action to assure against
fraud and abuse and Medicare home health benefit. My testimony
will detail NAHC’s activities to curb fraud and abuse and provide
recommendations to help eradicate these illegal and unethical ac-
tivities.

Finally, I would like to make some comments about prospective
pay for {wme care. The home care benefit has been maturing for
most of its existence in the Medicare program. I have been on this
almost 30 years, and I would like to say it is the greatest story
never told, but I have heard it told in a way today that I don’t want
to hear it told again.

The home care benefit became especially useful in the need of
meeting patients discharged from the hospital quicker and sicker
thus saving Medicare days in those hospitals. Current trends indi-
cate, however, that the home care benefit has peaked and that the
%’Iedicare home health expenditure increases will fall to 7.8 percent

y 1997.

Both HCFA and NAHC believe that the 1989 to 1992 period of
growth was unusual and resulted from several events, including
policy and coverage clarifications that resulted in a class action
lawsuit, the lessening of personnel shortage which allowed free in-
crease in home health agencies, especially in the rural areas, new
requirements, such as home health paid training and competency
training, and CLIA was mentioned before, and OSHA, and paper-
work, unnecessary paperwork.
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The growth of the Medicare home care program is being allocated
and can be expected to fall to a modest level within the next 2
years. Sustaining the lower growth rate are a number of underly-
ing factors. Home health has moved well beyond its traditional
boundaries making it possible for millions of patients to prevent,
reduce, or eliminate the need for more costly inpatient care. The
U.S. population is growing older—the significant trend that has
and will continue to influence future need for home health services.

Access to in-home services has also improved over the years as
much more home health is available for people to choose from. The
past decade has seen a dramatic increase in awareness among phy-
sicians and patients about the home as an appropriate, safe and
often cost-effective setting for the delivery of health care services.

Finally, sophisticated technological advances have made possible
a level of care in the home that previously was only available in
hospitals. The maturation and simplification of technology has al-
lowed this. As in any area, growth brings with it the potential for
illegal behavior. NAHC strongly believes it is the responsibility of
all parties involved, patients, payers, and providers, to act aggres-
sively to uncover, report, and act against fraudulent and abusive
home care providers.

NAHC has taken a leadership role in combating fraud and abuse.
It has engaged in a longstanding effort to maintain the highest de-
gree of ethics. Specifically with regard to the Florida case that the
IG mentioned this morning, in April 1994, NAHC met with Inspec-
tor General June Gibbs Brown to bring to our attention several
areas of fraudulent activity that NAHC had found in that agency.

We suggested a sweeping and aggressive action to eliminate
these abuses and take action against this bad apple. In January
1994, NAHC implemented a broad view board policy governing
member conduct. The incidence of established fraud and abuse in
home care is low, however, even a single occurrence of fraud and
abuse is not acceptable and it must be eliminated.

In my written testimony, I have detailed other testimony on
fraud and abuse. Let me skip over to prospective pay. NAHC is
very interested in prospective pay. We have advocated for a long
time that prospective pay provided that it meets the criteria that
is necessary to determine what makes a difference in cost and what
doesn’t. In a per episode reimbursement methodology, the cost
would be paid to the provider up front. The provider would be paid
one amount for the care of that patient and this would discourage
overutilization, it would incentivize the provider.

There is a study that is being conducted by Abt now on that and
HCFA has had a lot of input from us on the methodology. Our let-
ter to HCFA is in the testimony. We are very concerned about that
study, even though we certainly approve of it. It may not indeed
identify the case mix problem that we have identified.

Thank you very much for allowing me to testify today and I will
be happy to answer any questions that you have.

{The prepared statement and attachments follow:]
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STATEMENT OF MARY SUTHER
VISITING NURSE ASSOCIATION OF TEXAS
ON BEHALF OF THE NATIONAL ASSOCIATION FOR HOME CARE

My name is Mary Suther. I am president and chief executive officer of
the Visiting Nurse Association of Texas, a non-profit home care agency
in Dallas. I am pleased to represent the National Association for Home
Care at this hearing. NAHC represents nearly 6,000 Medicare-certified
home health agencies and hospices, and the individuals they serve.
Until this month, I chaired the NAHC Government Affairs Committee for
4 years and continue to gerve on its Fraud and Abuse Task Force.

I want to commend you, Mr. Chairman, for calling this important hearing
today on issues related to controlling growth in Medicare costs and
improving care. As you know, home health represents a small, but
growing part of the Medicare program. More enrollees than at any
previous time are accessing in-home health services -- about 9 percent
in 1994 compared to 2 percent 20 years ago. There are many
contributing factors to this growth, and my testimony will attempt to
detail the most significant of these,

At the same time, however, we need to make absolutely sure that this
growth is appropriate. NAHC has a long history of aggressive action
to ensure against fraud and abuse in the Medicare home health benefit.
The second part of my testimony will speak to the issues of fraud and
abuse in home care and NAHC’s activities and recommendations to help
eradicate these illegal and unethical activities. Finally, I also
would like to take this opportunity to make a few comments about
prospective payment.

FACTORS INFLUENCING RECENT AND HISTORICAL INCREASES IN THE UTILIZATION
OF MEDICARE'S HOME HEALTH BENEFIT

The home health benefit has been a maturing program for most, perhaps
all, of its existence in the Medicare program. In Medicare’s earliest
years of operation, home health expenditures amounted to only about 1
percent of the total. Therefore, although the benefit has increased at
an average rate of 23.5 percent per year, it still represents a
relatively small proportion of Medicare spending -- only about 8.7
percent of the total estimated for 1995.

Congress has long congidered home health care a cost-effective benefit
and has taken steps over the years to encourage its utilization. For
example, Congress eliminated the prior hospitalization requirement and
the 100 visit limit, the home health deductibles, Part B copays and
broadened participation to include nonlicensed proprietary agencies.
These amendments removed barriers to needed home health care and
recognized the advantages of home health services over other acute care
settings from the standpoints of patient preference and cost-
effectiveness.

The home health benefit became especially useful in meeting the needs
of patients who were discharged from the hospital "quicker and sicker®
as a result of the 1983 enactment of the Medicare hospital prospective
payment legislation. The percent of all Medicare hospital patients
discharged to home health care increased to 18 percent compared to only
9 percent in 1981. Technological advances have also done much to make
the home a safe and effective acute care setting. These factors
together with the aging of the population, the increased paperwork
burden, and an increased public and professional awareness of home
health care have all contributed to the home health benefit's rapid
increases over the past 25 years.

Estimates from the Health Care Financing Administration’s (HCFA) Office
of the Actuary indicates they believe that the benefit has matured and
that expenditure increases will fall to 7.8 percent by 1997 (see
attached chart).
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FACTORS AFFECTING RECENT GROWTH

The home health benefit increases that have occurred in the 1989-1992
period are almost double the 23.5 percent average experienced over the
life of the Medicare program but have already begun falling to lower
rates. As indicated above, NAHC believes this peaking is temporary and
that it has been influenced by several recent events.

Coverage clarification. In the mid-1980s, Medicare adopted
documentation and claims processing practices that created general
uncertainty among agencies about what services would be reimbursed.
The result was a so-called "chilling effect" in which some Medicare-
covered claims were diverted to Medicaid and regrettably some patients
went without care. This "denial crisis” led in 1987 to a lawsuit
(Duggan_v. Bowen) brought by a coalition led by Representative Harley
Staggers and Representative Claude Pepper, consumer groups and NAHC.

The successful conclusion of this suit gave NAHC the opportunity to
participate in a rewrite of the Medicare home health payment policies.
Just as a lack of clarity and arbitrariness had depressed growth rates
in the preceding years, NAHC believes the policy clarifications that
resulted from the court case have allowed the program for the first
time to provide beneficiaries the level and type of services that
Congress intended.

The correlation between the policy clarifications and the increase in
visits is unmistakable. The first upturn in visits (25 percent) came
in 1989 when the clarifications were announced; and an even larger
incre